1986 


Annual Report to Shareholders 


Grace is getting ready for tomorrow. Scientists and marketing plan- 
ners are creating new products to keep the Company in the front 
ranks of specialty chemicals technology. 

A pictorial section, beginning on page 6, presents some of these 
areas: research in biotechnology and other high-technology projects, 
electronics, health care, and plant and animal genetics—in the U.S, 
and overseas. 

All of this fits into Grace's master plan to emphasize high-growth 
proprietary specialty chemicals and materials. Its Research Division 
and operating units will be the sources and proving grounds for many 
of these products. Grace is also building major positions in new 
technologies and broadening its geographical scope. 

With these strategies, Grace expects to increase its value for share- 
holders and continue its progress in the years ahead. 


Grac 


W.R. Grace & Co., founded in 1854, is a diversified worldwide 
enterprise consisting of chemicals, natural resources and selected 
consumer services. At year-end 1986, Grace employees numbered 
41,400 worldwide. 
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For the Year 1986 1985 
Sales $3,725.72" $3,553.22) 
Income (Loss) from Continuing Operations (375.4) 87.6 
Income (Loss) from Discontinued Operations (96.9) 59.3 
Net Income (Loss) za (472.3) 146.9 
Earnings (Loss) Per Share from Continuing Operations (8.94) 1.67 
Earnings (Loss)PerShare ’ (11.25) 2.82 
Capital Expenditures 199.1 348.0 
Dividends Paid on Common Stock 117.6 142.0 
Dividends Per Common Share 2.80 2.80 
Average Common Shares Outstanding (thousands) 42,039 51,908 


At Year-End 


Total Assets 097.2 5,420, 


Long-Term Debt 


Shareholders’ Equity (Book Value)-Common Stock 


Book Value Per Common Share 


Common Shares Outstanding (thousands) 


42,200 


‘ Reflects the designation of retail, restaurant and agricultural chemical operations as discontinued operations. 


55,168 


1986 excludes capital expenditures of $112.7 of discontinued retail, restaurant and agricultural chemical operations. 1985 excludes capital expenditures of $64.8 of discontinued 


retail operations. 


™ Reflects the designation of the remaining retail and restaurant: operations and the agricultural chemical operationsas discontinued operations. 


Reflects the designation of retail operations as a discontinued operation. 


Message to Shareholders 


1986 was the most difficult vear in my 
50-year tenure with the Company: a loss for 
the year of $472 million, or $11.25 per share. 

The year began with the unexpected need 
to repurchase 13.6 million Grace common 
shares plus some preferred shares for nearly 
$600 million. This was an unplanned action 
made necessary when Grace's largest share- 
holder divested its entire holdings. And, it 
was done to avoid a potentially dangerous 
downturn in the market value of your Grace 
shares. Since the time of repurchase, Grace 
shares have remained strong, increasing 
from $47 per share in January 1986 to 
$624 in early March 1987. 

Obtaining the funds required to consum- 
mate this transaction, however, caused a 
financial drain on your Company and re- 
sulted in accelerating our previously planned 
corporate resiructuring program which 
included the divestment of retail and restau- 
rant units, overhead staff and cost redtic- 
lions, asset write-downs, top management 
changes, and the planned divestment of our 
agricultural chemicals business 

On the sunnier side of the street, however, 
were Grace's specialty chemical activities 
which reflected significantly improved profits 


both domestically and overseas and reported 
pretax operating income of $285 million 
despite a 1986 pretax write-down of 

$53 million. 


J. Peter Grace, Chairman, President and 
Chief Executive Officer of WR. Grace & Co. 


Along these same lines, the General 
Business Group posted full-year sales of 
$896 million, with pretax operating 
income at $44 million—an increase of 
20% from 1985. 


Restructuring _ 
Your Company’s strategy for the last half 
century has been: 

= Tocarve out as many proprietary and 
specialty businesses as management could 
find and build, 

w To contimue the Company’s more than 
century-old dedication to commodity raw 
materials. 

In a recent article titled “The Changed 
World Economy,” Peter Drucker, world- 
renowned management consultant, wrote: 
“First, consider the primary-products 
economy. The collapse of non-oil commodity 
prices began in 1977 and has continued 
interrupted only once (right after the 1979 
petroleum panic), by a speculative bursé that 
lasted less than six months; it was followed 
by the fastest drop in commodity prices ever 
registered. By early i986, raw material prices 
were at their lowest levels in recorded histor} 
in relation to the prices of manufactiired 
goods and services—in general as low as the 
depths of the Great Depression, and in some 
cases (e.g., lead and copper) lower than their 
1932 levels. When the price of petroleum 


dropped to $15 a barrel in February 1986, it 
was actually below its 1933 price (adjusted for 
the change in the purchasing power of the 
dollar}, It was still, however, substantially 
higher than its all-time low in 1972-7. 
in 1986 dollars amounted to §7-$8 a barrel. 

Chis reality affected two of your Com. 
pany’s principal raw material activities— 
fertilizer and energy production. 

For ihe last seven years, world wheat and 
coarse grain production—the foundation of 
food raising and fertilizer activity—incrcased 
at a vate 79% faster than consumption. This 
resulted n a 128% increase in grain inven- 
tories. As a consequence of these unprece- 
dented increases in productivity capacity, 
declines in plant nutrient consumption and 
cutbacks in U.S. planted acreage, the domes- 
tic fertilizer industry experienced severe 
price declines below the point at which it 
could continue to survive, 

In constant U.S. dollars, fertilizer prices 
between 1980 and 1986 dropped 54% for 
urea, 51% for exported phosphate rock, 51% 
for domestic U.S. diammonium phosphate, 
51% for exported diammonium phosphate, 
43% for exported ammonia, and 33% for 
domestic U.S. ammonia. No industry can 
live with price drops of this magnitude 
(which resulted in fertilizer selling at prices 
below cash costs), and the U.S. fertilizer 
industry couldr't live with it in calendar year 
986. Four major U.S. fertilizer companies 
declared bankruptcy, and 13 additional fer- 
tilizer companies disposed of some or all of 
their fertilizer assets on a “fire sale’ basis. 
For these reasons, your Board of Directors 
decided to divest the agricultural chemicals 
business. In doing so, your Company has 
taken a $221 million reserve in 1986 for an- 
ucipated future losses arising from oper- 
ations and on the expected disposal of 
this business. 

As Mr. Drucker so ably pointed out, petro- 
leum is no stranger to the massive com- 
madity price decreases that have occurred. 
We at Grace have also recognized this situ- 
ation—along with other companies in the oil 
field service and drilling industries, which to 
date have written off over $6 billion of bal- 
ance sheet assets—by taking pretax asset 
write-offs of $275 million in our oil service 
and oil and gas producing activities. 

Since 1986 turned out to bea year of reckon- 
ing—of ‘chickens coming home to roast’’— 
your Directors likewise decided to recognize 
certain impaired values in our Industrial 
Chemicals Group to the extent of $57 million 
pretax. 

Management is convinced that it has now 
“cleared the decks’ and that your Company 
will be in a growing earnings mode for future 


3, which 


years, with a number of very exciting develop- 
ments in R&D which should materialize in 
the early 1990s. 


Goals 


All of these moves have been taken with two 
very specific goals in mind: 

@ To restore and enhance the profitability of 
your Company; 

w Jo realize higher shareholder values. 

The divestment in 1986 of most of our re- 
tail and restaurant units yielded pretax cash 
proceeds, after reinvestment, of $1.14 billion. 
Aud, when combined with $305 million of 
debt assumed by the buyers, these divesti- 
tures resulted in a favorable balance sheet 
impact of $1.4 billion. These pretax proceeds 
were used to pay down debt resulting from 
the {3.6 million share repurchase, and other 
debt as well, and to support the continued 
expansion of our highly profitable specialty 
chemicals business. 

Capital spending in specialty chemicals 
totaled $150 million in 1986; this was 75% of 
Grace’s total capital spending by continuing 
operations. Spending on research and devel- 
opment was a record $94 million and will 
reach $106 million during 1987. These efforts 
are directed toward expanding technology 
for Grace's highly successful product lines. 
introducing new products such as nitro- 
paraffin derivatives and the revolutionary 
Force 10,000 concrete admixture, and 
developing entirely new high-technology 
applications in technical] ceramics, catalysis. 
electronics and biotechnology. 

These recent initiatives, together with 
such acquisitions as Diamonite (1983) and 
Chomerics (1985)—to name just wo—have 
further strengthened Grace’s position in 
the fast-growing high-technology areas of 
technical ceramics and electronics materials. 
Coupled with Amicon, National Medical 
Care (where Grace has a 49+% interest) and 
other investments in separations science 
and health care, we anticipate that these 
new technologies are capable of adding more 
than $100 million in net income by the 
mid-1990s. 


Perspectives _ : - 
Enhanced profitability. Higher shareholder 
values. The moves outlined above are a giant 
step toward the achievement of these goals. 
But they do not tell the whole story. In 
the painful process of 1986, we were forced to 
reduce our corporate staff by 40%, largely 
through early retirements. A new and 
younger top management was put in place in 
November 1986 with the election of three 
new Vice Chairmen—J.P. Bolduc. Terrence 
D. Daniels, and Paul D. Paganucci. In addi- 


tion, the number of Grace common shares 
outstanding was reduced from 55 million at 
year-end 1985 to 42 million at year-end 1986, 
thereby increasing the intrinsic value of your 
investment in the ¢ ompany. 

As Grace faces an ever-changing and in 
creasingly challenging future, the process of 
restructuring will continue. In fact, the word 
“restructuring” itself is simply the latest 
term for a process that is ongoing and essen- 
tial at every stage of a company’s growth. Bui 
this is nothing new for Grace. 

We “restructured” when we entered the 
specialty chemicals business in the early 
1950s. 

We “restructured” when we sold the 
Grace Line in the late 1960s. 

And we are continuing to restructure 
1oday to stay “‘one step ahead” ofa fast- 
changing world. 


Chairman, President and 
Chief Executive Officer 
March 12, 1987 


1986: Summary of Results 


I $4 


or 1986, due to fourth quarter write-downs 


Grace reported a net loss million 


ind reserves of $368.8 million pretax and the 


stablishment of a$221 million reserve 


ting to the future sale of its agricultural 
hemical business, partially offset by a 


net gain of $212.4 million pretax on the 
divestment of certain retail and restaurant 
operations. This translates into a lass of 
$11.25 per share for the year. The loss, which 
obscures favorable performances by spe- 
cialty chemical and general businesses, com- 
pares with 1985 net income of $146.9 million 
and per share earnings of $2.82. Sales of 
continuing operations in 1986 totaled 
$3.7 billion, a 5% increase over 1985. 

The charges and credits that affected 
1986 are the result of Grace's restructuring 
program begun in late 1985 in connection 
with the purchase of Grace shares previously 
held by the Flick Group of West Germany, 
and of the continuing depression in the 
agricultural and energy businesses 

Grace’s agricultural chemicals business 
lost $84.1 million pretax in 1986 and is being 


treated as a discontinued operation. The 
$221 million reserve is intended to absorb 
operating losses until the sale is completed, 


as Well as the loss anticipated on the disposal 
In addition to this reserve, the following 

items also significantly affected 1986 results: 

w A $275 million charge to write down the 
value of certain natural resource assets, 
mostly oil and gas reserves and energy 
service equipment. 

= A $57.2 million charge against selected 
assets of the specialty chemicals business 

« A $36.6 million charge related to a 
reduction in corporate overhead and 
other items. 

Partially offsetting these measures, which 
total $589.8 million pretax. were 
sale of most af the Company’s re 
restaurant operations, including: 
= Anet gain of $171.4 million pretax on the 

sale of sporiing goods, jewelry, apparel 

and home center operations. 

# A $41 million pretax gain from a leveraged 
buyout of substantially all of Grace's full- 
service restaurants. 

Also, the adoption of Financial Account- 
ing Standard No. 87, Employers’ Account- 
ing for Pensions.” in the U.S., Canada and 
the United Kingdom. effective January 1. 
1986. had the effect of reducing pension ex- 
pense by $27.4 million. 

With the restructuring largely completed 
and the overall favorable outlook for continu- 


ains on the 


ail and 


ing biisimesses—Grace expects to reestablish 
a positive and profitable trend in 1987. 


.Ke 


Ihe Year in Review 


lhe following are highlights of 1986 for 
W. R. Grace & Co. in corporate activities 
pecialty chemicals, new investments, gen 


cral business, natural resources. agricultural 


chemicals, retailing and restaurants. 


Corporate Activities 
management changes occurred in both 
Grace’s Corporate Executive Office and 
operating groups. To create a possible line of 


succession, the Grace Board of Directors 
in November elected three top executives, all 


Ss vice 


former executive vice presidents, 
chairmen: J. P. Bolduc, Terrence D. Daniels 
and Paul D. Paganucci. The Board also con- 
ferred the added title of president on Chair- 
man and CEO J. Peter Grace. Mr. Bolduc 
oversees the Agricultural Chemicals, Genera 
Business, Corporate Administration and 
Corporate Relations Groups. Mr. Daniels’ re- 
sponsibilities include the Jadustrial Chem- 
icals, Natural Resources and Corporate 

Tee) 
care investments and remaining restaurant 


nical Groups, and the Company's health- 


interests. Mr. Paganucci is responsible for the 
General Development, Legal Services and. 
New Ventures Groups. In related develop- 
meats, Charles H, Erhart, Jr..a former vice 
chairman and chief administrative officer, 
was elected chairman of the Executive Com- 
mittee, and John F Spellman, a Grace execu- 
tive vice president who was group exec utive 
of Corporate Administration, returned to his 
former post of chief financial officer and group 


Newly elected Vice Chairmen of Wé R. Grace & Co. 
Terrence D. Daniels. 


ul Services. Carl N. Grat 
who was president and chief operating officer, 
ind D, Walter Robbins, Jr. airman 
of the Executive Committee, have retired 
although they continue as consultants. 


xecutive of Financi 


who was ¢ 


Three group executive positions made 
vacant by retirements were filled. Gerald G 
Garbacz was elected a Grace executive vice 
president and appointed group executive of 
General Business: E. Harold Culp, a Grace 
senior vice president, was named group 
executive of Agricultural Chemicals, and 
Dr. F. Peter Boer was elected a Grace senior 
vice president and named group executive of 
Corporate Technical. 


.. Grace divested its 138-employee South 


African subsidiary in December because of 
the South African government's delay in 
dismantling apartheid. The unit produces 
packaging materials and container sealants 
mainly for the food industry. During its 
25-vear presence in South Africa, Grace 
endeavored to improve the economic and 
social well-being of its nonwhite employees 
and subscribed to the Sullivan Principles 


. A judge overturned the jury’s verdict 


against Grace and granted the Company's 
motion for a new trial im a case in which 
eight families in Woburn, Massachusetts, 
claimed that chemicals from a local Cryovac 
plant had migrated to municipal wells, caus- 
ing leukemia and other illnesses. The judge 
cited confusion and inconsistencies in the 
verdict and *‘serious questions’ about how it 
was reached. An out-of-court settiement was 
reached after the judge's decision. According 
to Grace’s attorney, the settlement “‘explic- 
itly” left the Company with “absolutely 

no responsibility for the well contamination 
or for those claims of illnesses.” 


(left to right) Paul D. Paganucci, J. P Bolduc and 


Specialty Chemicals 


. The construction industry welcomed Force 
10,000, a superstrength concrete admixture 
made and marketed by Construction Prod- 
ucts Division, Massachusetts (s 
Full Agenda: Cancer to Concrete.”’ page 7) 


.. Builders also benefited from Construction 
Products’ introduction of a concrete super- 
plasticizer that makes concrete more 
“flowable,” especially in narrow, hard-to- 
reach wall structures, while allowing the 
concrete to maintain its strength. 


.. Cryovac Division, South Carolina, intro- 
duced a unique stretch-shrink leakproof 
poultry wrap. Like other packaging for 
chicken parts and meat products, this film 
wrap is stretched around foam trays. But 
since it can be hermetically sealed, it can’t 
leak and is ‘‘abuse-resistant.’’ Cryovac also 
gave shoppers an improved high-barrier film 
to extend the shelf life of fresh ground beef. 


..Grace’s nitroparaffins plant started up in 
Texas. By year-end, the facility was a fully 
integrated operation in commercial produc- 
tion. Operated by Organic Chemicals 
Division, Massachusetts, the plant pro- 
duces four nitroparaffins that may be used 
directly as chemical stabilizers, solvents 
and high-power fuels or as intermediates in 
the production of pharmaceuticals, flavors, 
fungicides and fragrances. 


..Enhancing its position in critical-care 
medicine, Amicon Division, Massachusetts, 
mtroduced two products: the Minifilter 
hemofilter, which reheves excess fluid condi- 
tions in newborn or infant critical-care 
patients, and the Diafilter-/0 hemofilter for 
adults with low blood pressure. Both prod- 
ucts gently remove small quantities of fluid 
over an extended period, These devices can 
also be used for hemoconcentration—to con- 
centrate blood previously diluted during 
open-heart surgery. This saves the patient’s 
blood and reduces the need for transfusions. 


.. Davison Chemical Division, Maryland, 
installed new cracking-catalyst additive 
facilities at its Louisiana and Maryland 
plants. These additives are components of 
fluid-cracking catalysts used by refiners to 
raise gasoline octanes, Refiners need octane- 
enhancing catalysts because the government 
has ordered the phaseout of lead as an 
octane booster by 1988. 


“Research's 


... The Research Division completed an $8.5 
million expansion and announced plans for 
a pilot plant addition. The new Iacilities, 
which opened in June at Grace’s Washington 
Research Center in Maryland, include a 
70,000-square-foot laboratory and an exten 
sion to the existing process-development 
building, The pilot plant, set for completion 
by year-end [987, will accelerate the com- 
mercialization of new products developed at 
the center (see **Research’s Full Agenda: 
Cancer to Concrete,” page 7). Several 
Research products for the construction and 
electronics industries went commercial in 
1986, including Force 10,000 and ultraviolet- 
curable conformal coatings that encapsulate 
circuit boards to protect them against 
humidity. 


.. Emerson & Cuming, Inc. (E&C), Massachu- 
setts, introduced two products for use in 
the manufacture of computers: a polymer 
thick-film conductive ink for touch systems 
on computer screens (see ** Looking to the 
Electronic Future.” page 8) and Amicon-86 
an clectronic-grade adhesive tape used to 
assemble semiconductors and computer chips 


.. Dearborn Division finished a new research 
facility at its headquarters in Illinois to 
service the new-product development needs 
of the worldwide water-treatment business. 
In addition. Dearborn completed an expan- 
sion of its Canadian offices, laboratories 
and plant facilities. 


.. Grace (Nederland) BV acquired Storm, Van 
Bentem & Kluyver BV (SBK), the Nether- 
lands. Founded in 1699. SBK is the oldest 
paint company in Europe. Jts metal-packag- 
ing lacquers, can-sealing compounds and 
wood coatings fit well with the technology of 
Grace’s European Darex Division, based 
in Switzerland. 


.. To help German utilities meet new envi- 
ronmental regulations, a plant to make 
denitrification catalysts was built in West 
Germany by Feldimiihle-Grace Nuxeram 
Gmb#, a 50/50 joint venture between Grace 
GmbH and Feldmihle AG. The catalyst- 
impregnated ceramic honeycomb system will 
be used to convert acid rain-causing nitrogen 
oxides in power-plant flue gas to harmless 
nitrogen and water. Pilot production started 
in late 1986, with industrial production 
expected in 1987, 


..Atits expanded West German plant, 


Teroson GmbH developed a direct glazing 
compound that bonds automobile glass 
directly to the auto body. A robotic method 
of applying this compound is also being 
delivered to the European automotive indus- 
try. In England, Teroson began making 
sound-deadening acoustical mats for new 
transit vans assembled at Ford factories 

in England and Belgium. 


..Grace received permission from the govern- 


ments of Korea, laiwan and The People’s 
Republic of China to operate a wholly owned 
manufacturing subsidiary in each of these 
countries. Basic can sealants and construction 
products will be the first products on-line. 
The move gives Grace a stronger foothold in 
these nations. 


. WR. Grace (Philippines) Inc. ex panded 


capacity by relocating its chemical plant 
from a metropolitan Manila site to a larger. 
more modern facility 30 miles away. The 
subsidiary produces can sealants, lacquers 
and concrete admixtures. 


.. WR. Grace Australia Limited, which 
celebrated its 50th anniversary in 1986, 


expanded Barrier Bag manufacturing capac- 
ity at its Melbourne plant and purchased a 
site near Sydney for future expansion. 


New Investments _ 


.. Grace Yentures Corp., California, a wholly 


owned subsidiary, ex panded its portfolio 

of venture capital investments to include 
Gen-Probe, Inc.,a proprietary DNA-probe 
developer: EDA Systems. Inc., a producer of 
integrated-circuit design software, Vitaphore 
Corporation. a maker of antimicrobial medi- 
cal devices; Athens Corp..a producer of ul- 
trapure chemicals and reprocessing equip- 
ment for semiconductor manufacturers; and 
Oral Research Laboratories, which makes 
proprietary antiplaque products for home 
dental care. Since its inception in 1982, Grace 
Ventures has made investments of $24.5 mil- 
lion in 27 companies. Two in its portfolio, 
AWJ, Inc. and Anicon, Inc., have been ac- 
quired by other companies, while a third, 
Network Equipment Technologies, Inc.. had 
its initial public offering in carly 1987. Besides 
seeking to earn above-average returns on 

its investments, Grace's main objectives in 
entering the venture capital business are to 
monitor new technologies and establish alli- 
ances with emerging growth companies that 
complement Grace’s existing businesses. 


General Business 


.. Baker & Taylor (B&T), New Jersey, started 
distributing prerecorded videocassettes 
through two newly acquired businesses: 
Sound Video Unlimited, \Minois, and VTR 
Incorporated, Pennsylvania. With these firms’ 
15 nationwide locations, B&T became a major 
factor in the fasi-growing wholesale videotape 
market. The leading U.S. book wholesaler, 
B&T supplies books and audiocassettes to 
libraries and bookstores nationally. 


.. The remaining interest in SoftKat, Inc. of 
California was acquired by B&T. In 1985, 
an initial 39% interest in this Jeading educa- 
tional software distributor was added with 
an option to buy the balance. 


.. B&T expanded iniernationally: The unit 
acquired the overseas book representation 
business of Feffer & Simons, Inc. (F&S), New 
York. F&S markets English-language books 
to more than 3,000 library and bookstore 
accounts in major cities worldwide on behalf 
of about 200 publishers. B&T also opened a 

Tokyo sales office, was the major exhibitor at 
the first Beijing International Book Fair, and 
signed agreements to export books to China's 
university libraries and to the Soviet Union's 
college and state libraries and bookstores. 


.. Aresearch program funded by Grace, in 
which American Breeders Service (ABS) of 
Wisconsin was joined by the University of 
Wisconsin, yielded two successful experi- 
ments. In the first, several pairs of identical 
twin calves were produced using micro- 
surgery to divide embryos collected from 
the top U.S. Holstein cows, Second, the 
bull calf *“Faicon” was the first bovine to be 
born as a result of biotechnology research, 
which includes in vityo (in a culture dish) 
maturation and fertilization of an egg, and 
implantation in a recipient cow for the 
remainder of gestation. 


.. ABS signed an agreement with Alcide Corp. 
of Connecticut to distribute a disinfecting 
barrier teat dip for control of mastitis, a bac- 
terial infection in dairy cows. The agreement 
represents a new product line for ABS. 


.. Ambrosia Chocolate Co., Wisconsin, dou- 
bled the number of products in its Regency 
high-quality chocolate line. Majestic. a light 
milk chocolate. and Empress, a white coating 
made with cocoa butter. were added to the 
existing life, a bittersweet dark chocolate. 
and Prestige, a milk chocolate. 


.. De Zaan Far East Pte. Ltd. (DZFE), Singa- 


pore, continued to make substantial 
progress as the leading intermediate cocoa 
products (cocoa powder and cocoa builter) 
supplier in the Far East and a supplier of 
quality products to the U.S. Drawing on the 
technological and marketing experience of 
Cacao De Zaan BV, the Netherlands, DZFE 
has upgraded its facility over the past two 
years to provide a wider range of products. 


. Bekaert Textiles Nv; Belgium, the top manu- 


facturer of jacquard-woven mattress tick- 
ing in Europe and Australia, made advances 
in the U.S. and Canadian markets, doubling 
sales volume. 


Natural Resources 


.. Grace Drilling Company, Oklahoma, 


expanded its rig fleet by combining its con- 
tract drilling operations with those of 
Brinkerhoff- Signal, Inc., a subsidiary of Texas 
Eastern Corporation, thus becoming the 
world’s largest drilling contractor. In Febru- 
ary 1987, Grace Drilling acquired the onshore 
contract drilling operations of Dixilyn-Field 
Drilling Company, a subsidiary of Panhan- 
dle Eastern Corporation. These transactions 
have enlarged Grace Drilling’s fleet to 186 
land rigs located in Oklahoma, the Rocky 
Mountains, Louisiana, Texas, Arkansas, Cal- 
ifornia and Alaska. Grace acquired these 

rigs in exchange for Grace Drilling stock, a 
move that enabled the fleet expansion with- 
out investing cash. The move should also 
result in lower costs, increased market cov- 
erage and better customer service. 


. Grace divested the last of its Eastern coal 


operations in July. The 50% interest in 
Paramont Coal Corporation was sold to 
Pyxis Resources Company, a wholly owned 
subsidiary of The Pittston Company. 


.- Grace Equipment Co. , Vexas, posted record 


sales, reflecting a 13.7% increase over 1985's 
record levels. Grace Equipment, which rents 
and sells equipment to industrial, light- 
construction and individual customers, 
added two rental facilities in 1986, bringing 
its total to 47 at year-end. 


.. Herman's Sporting Goods, Inc. 


Agricultural Chemicals 


..Grace and other U.S. nitrogen fertilizer 


producers making up the Ad Hoc Commit- 
tee of Domestic Nitrogen Producers submit- 
ted an antidumping petition to the U.S. 
Department of Commerce (DOC) and the 
International Trade Commission (ITC), They 
requested duties on U.S. imports of urea 
trom the Soviet Union, East Germany and 
Romania on the ground that unfairly priced 
imports from these countries have undercut 
domestic producers, forcing plant closures. 
In late December, the DOC responded by 
placing substantial preliminary duty assess- 
ments on urea imported from these three 
countries. 


Retailing 


.. Grace divested most of its Retail Group in 


accordance with plans announced in 
December i985. 


vas sold 

to The Dee Corporation PLC of London in 
April. Wickes Companies, Inc. purchased 
the Grace Home Centers West (Allwoods, 
Cashway, Handy Dan Colorado and Ole’s) 
and Orchard Supply Hardware Divisions at 
the end of June. Home Quarters Warehouse 
was sold in October to a management-led 
investor group. Also. Channel Home Centers 
and the other remaining chains under the 
Central Region Home Centers Division were 
sold in November in a Separate management- 
led leveraged buyout. J.B. Robinson Jewelers. 
Incorporated was sold in December to Kay 
Jewelers, Inc. Sheplers, Inc. western-wear 
stores were also sold in December ina 
management-led leveraged buyout. And in 
March 1987,a management-ied investor 
group purchased Bermans The Leather 
Experts. 


Restaurants 


..A management-led leveraged buyout 


of substantially all of Grace’s full-service 
restaurant operations was completed in 
December. The 690-restaurant portfolio 
includes family restaurants (Coco's, Carrows, 
Jojos). casual dining spots (Houlihan's Old 
Place, Darryl’s, Baxter's). upscale séafood 
restaurants (Bristol Bar & Grill, Devon Bar & 
Grill, Gladstone's 4 Fish), and a number 

of specialty restaurants. Included also was 
Grace’s former 73%-owned subsidiary, 

El Torito Restaurants, Inc 


Research’s Full Agenda: Cancer to Concrete 


Dr. Richard A. Wolfe. a senior research cell biologist at 
the Research Division in Maryland, is helping to develop 
new generations of bioreactor equipment and cell nutri- 
ents for Grace’s Amicon Division in Massachusetts. These 
devices and materials will enable genetic engineering and 
pharmaceutical firms to grow monoclonal antibodies 
more quickly and ona larger scale than ever before. 

Monoclonal antibodies, which are produced naturally 
in the body, fight off specific disease-causing organisms. 
Made in bioreactors, these antibodies also aid in diagnos- 
ing specific medical problems, such as malignant tumors, 
and one day may be used to administer treatment, too. 

‘“*Monoclonal antibodies are going to be a major tool 
in medicine over the next 30 years,’ Dr. Wolfe declares. 
“They will help isolate valuable biologicals that, for 
example, may help treat atherosclerosis (clogging of the 
blood vessels). a leading cause of heart failure.” 

The prototype device that Dr. Wolfe and his colleagues 
are working on is a new version of Amicon’s Vitafiber 
bioreactor, a hollow-fiber system. One application for this 
bioreactor is growing hybridomas, or hybrids of cancer 
cells and normal mammalian cells. Cancer cells can live 
a long time and grow abundantly, while normal mam- 
malian cells often have a limited life after being removed 
from living organisms. When fused, however, these 
hybrids become powerhouses. Put on the outside of the 
bioreactor’s hollow fibers, they grow profusely and create 
monoclonal antibodies indefinitely. The antibodies are 
then used by health-care professionals to diagnose 
specific disorders. 

Dr. Wolfe’s department is making considerable 
advances. In 1986, it developed an improved nutrient 
medium for the bioreactor system. His team came up 


The bottles and tubes in front of Reseirch Division's Richard Wolfe 
are part ofa new system to make monoclonal antibodies. 


with Biopol, a polyurethane-based polymer (a liquid 
plastic) that, based on one year’s preliminary testing, 
appears to be compatible with the human body. This 
breakthrough could produce components for artificial 
organs. Also, hollow-fiber systems are being incorpo- 
rated into devices that may someday maintain pancreatic 
cells to help victims of acute diabetes. 


New Admixtures Strengthen Concrete 

Working closely with the internal R&D departments of 
Grace divisions, Research has identified other commer- 
cial opportunities expected to boost Industrial Chemicals 
Group sales by adding important new product lines. 
Besides projects for Amicon, Research has developed 
Force 10,000 for Construction Products. This product is an 
admixture that can dramatically increase the strength 

of concrete and make it more resistant to intrusive chem- 
icals, such as salt. Because of these two characteristics, 
skyscrapers, for example, can rise above New York’s 
World Trade Center, and parking garage floors can last 
longer. Other collaborative efforts include work with 
Davison Chemical on advanced emission-control cata- 
lysts for automobiles, power plants and factories; and 
with Organic Chemicals on specialized chemicals to be 
produced by biotechnological processes or derived from 
Grace's new nitroparaffins. 

Additional products on Research’s drawing board: 
anew family of photochemical products for Grace’s 
graphic arts and electronic chemicals businesses, and 
ceramics for a bread range of applications that include 
catalysis, separations science, and electronic and 
structural components. In 1986, R&D spending by the 
Research Division was a record $31 million (out of total 
corporate R&D expenditures of $94 million). These 
funds address target opportunities that are fast 
approaching $2 billion in annual sales potential for 
the mid-1990s, 


Looking to the Electronic Future 


“Most people are unaware that electromagnetic interfer- 
ence (EMf), which is al} around us, can disrupt critical 
instruments and even threaten national security,’ says 
Steven L. Thornton, optical products engineering man- 
ager at Grace’s Chomerics, inc., a producer of specialty 
materials for electronics. 

Often called “electronic pollution,’ EMI results from 
the increasing presence of electronic signals in the air. 
Some, like broadcast signals, are deliberately generated, 
others are radiated unintentionally by integrated circuits 
in digital equipment. EMI can be merely an annoyance, 
such as ‘’snow’’ on a television screen, but it can also 
cause defense electronic systems to malfunction or disrupt 
data transmission. 

Rimming the “‘window’’ Mr. Thornton js holding is 
Chomerics’ electrically conductive elastomer. This silver- 
filled silicone gasketing stops EMI from penetrating 
seams and tiny openings In electronic housings and also 
prevents the escape of EMI, which is emitted by all elec- 
tronic devices. In addition, the EMI-shielded viewing 
window is treated with a Chomerics electrically conduc- 
tive coating to keep EMI emissions from penetrating the 
glass. Common applications for shielded windows include 
CRT screens on computers and aircraft cockpit displays. 

Conductive elastomers and shielded windows are just 
two of many EMI shielding products made by Chomerics, 
which was acquired by Grace in 1985 to add new dimen- 
sion to the Company's specialty chemicals operations. 
Other Chomerics products include wire mesh gaskets, 
foil/film laminates, honeycomb air vents, and conductive 
paints and sealants. World demand for these shielding 
materials is growing as government regulations and mil- 
itary standards are being tightened due to increasing 
EMI sensitivity of new electronic devices. 

Amicon Electronic Materials serves the electronics 
industry, too. It produces conductive adhesives to bond 


silicon chips to substrates. The chips help to contral 
everything from computers to “‘talking”’ refrigerators. 
This business, another acquisition to broaden Grace's 
position in electronic materials, also makes coatings thai 
protect and electrically insulate components in car- 
engine computers and temperature-sensing devices. 


Protecting Electronic Parts 

Lomerson & Cuming, Inc. (E&C) makes dielectric (non- 
conductive) encapsulants for electronics. These liquid 
lastics harden into shields that protect delicate electronic 
parts in applications ranging from satellite launchers to 
he solenoid coils commanding the wash-and-dry cycles 
of dishwashers. E&C also furnishes electronics manu- 
lacturers with adhesives, coatings and heat-dissipating 
materials. 

Polymer thick-film ink, another E&C product, is used 
o screen-print fine conductive paths between integrated 
circuits on both rigid and flexible circuit panels. A special 
E&C polymer adhesive joins the inked paths and elec- 
ronic components. In older types of boards, circuit com- 


ponents were mounted on only one side, with the soldered 
connections on the other. The new surface-mount tech- 
nology permits circuitry to occupy both sides ofa board 
instead of one, virtually doubling circuit density in com- 
plex electronic equipment. 
The specialty chemicals and materials made by 

Chomerics, Amicon Electronic Materials and E&XC— 

all based in Massachusetts—will allow Grace to take part 
in the electronics industry’s global growth well into the 


next century. 


Steven Thornton of Chomerics is holding a ‘window’ with special 
shielding materials that restrict the escape of electromagnetic energy. 


Charting a New Course with Health Care 


“‘We want our patients to feel well cared for—that they're 
getting the best treatment available,” says Ernestine M. 
Lowrie, president, Dialysis Services Division, National 
Medical Care, Inc. (NMC), in Massachusetts. The 
nation’s largest supplier of outpatient kidney dialysis 
services, NMC operates 230 free-standing centers in the 
U.S. and eight overseas. In 1984, Grace acquired a 
49.99% common equity interest in the firm, with an. 
option to increase its ownership up to 65%. 

Kidney dialysis replaces the function of a normal 
kidney by removing the body’s toxic wastes and main- 
taining norma! fluid balance. Each of NMC’s nearly 
18,000 dialysis patients comes to one of the centers three 
times a week to be dialyzed through an artificial kidney 
connected to a dialysis machine. NMC also provides 
dialysis services to hospitalized patients, including those 
with acute renal failure (a temporarily nonfunctioning 
kidney). Its Medical Products Division, which makes 
dialysis-related supplies and equipment, has a nation- 
wide distribution system serving both dialysis centers 
and home dialysis patients. 

NMC’s Home Care Division provides respiratory 
and rehabilitation therapy equipment for homebound 
patients, and nutritional and antibiotic infusion ther- 
apies for those unable to swallow or digest food properly. 
In October 1986, NMC acquired Reliacare Inc., a home 
health-care company, to broaden this end of its business 
geographically. 

Health care is the nation’s largest industry, repre- 
senting 10% of the gross national product. Recognizing 
the demand for new and more cost-effective products 


Ernestine Lowrie of National Medical Care witha machine used in 
the care of patients receiving kidney dialysis therapy. 


and services—due to lowered medical-insurance reim- 
bursements and the needs of a growing elderly population 
—Grace is building a larger position in health care. In 
1984, the Company acquired a 5.3% equity interest in 
Symbion, Inc., a medical technology firm that develops 
artificial organs—notably the JARVIK-7®* heart and the 
INERAID™* artificial ear (cochlear implant). Agracetus, 
a joint venture of Grace and Cetus Corporation, was 
established in 1985 to improve plant- and animal-health 
products through genetic engineering (see **Better Cotton 
Genes to Make Better Farmers,”’ page 12). 


Products Offered for Anesthesia, Cavities 
Several of Grace's specialty chemicals divisions also 
make health-care products. These include Amicon’s 
Diafilter a hollow-fiber hemofiltration device used to 
treat acute kidney failure and reduce excess body fluids; 
Cryovac’s proprietary plastic film for ostomy pouches; 
Dewey and Almy’s Sodasorb, a carbon dioxide adsorbent 
used in anesthesia equipment; and an amino acid from 
Organic Chemicals that selectively dissolves tooth decay 
without drilling. In addition, Grace’s Research Division 
is developing artificial organs based on proprietary 
polymer and in vitro cell culture technologies (also see 
“Research's Full Agenda: Cancer to Concrete,” page 7). 
And Grace Ventures Corp.’s venture-capital investment 
portfolio includes interests in Access Medical Systems, 
Inc., a distributor of diagnostic tests for physicians 
offices plus a number of newer health-care investments 
(see “* Year in Review,’ page 3). 

Health care and medical technology will have a 
large role on the Company’s agenda to develop 
new high-return businesses that complement existing 
product lines, 


* JARVIK-7 and INERAIP are trademarks of Symbion., Inc. 
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Better Cotton Genes to Make Better Farmer 


In 1986, Dr. Paul Umbeck, a plant geneticist at Agracelus 
in Wisconsin, led a scientific team that incorporated a 
foreign gene into cotton plants. This was the world’s first 
reported success in genetic engineering of cotton using 
recombinant DNA technology. 

Agracetus is a joint venture of Grace (51%) and Cetus 
Corporation (49%) of California. Formed in 1984, 
this partnership intends to help farmers become more 
efficient producers. Cetus, one of the largest biotech- 
nology firms in the country, shares its research informa- 
tion with Agracetus, including human health-care 
know-how for use in veterinary products. 
The modified cotton plants showed they had taken 
ona bacterial gene by resisting the antibiotic kanamycin. 
The trait itself is not commercially important, but by 
putting that gene into cotton, scientists proved that a 
cotton plant could accept and incorporate into itselfa 
foreign (noncotton) gene. Now, Agracetus will apply the 
technique it used in the kanamycin experiment toward 
its real objective: to insert new, useful genes into cotton 
plants—genes that should give the plants increased insect 
resistance, earlier maturity, higher yield and improved 
fiber quality. 


Insect Attack: A Major Concern 

Of these benefits, insect resistance has perhaps 

demanded the most attention. Cotton farmers spend 

more than $300 million a year on insecticides, yet many 

growers still lose a portion of their crops to insect attack. 
Cotton is a major world crop. Each year, U.S. farmers 

alone plant about 10 million acres, which yield fiber 

for clothing and seed that eventually becomes food for 

human beings and livestock. On a global basis, cotton- 

raising covers more than 80 million acres of farmland. 
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Agracetus also achieved another first in 1986. It con- 
ducted a field test of tobacco plants genetically modified 
to resist crown gall disease, a bacteria! infection. The test 
proved that these engineered plants could withstand 
outdoor conditions (previously the plants had been grown 
in Agracetus greenhouses) and that field experiments 
with genetically altered plants could be conducted safely. 

The Agracetus partnership is using tobacco as a 
model to develop new genetic engineering techniques; it 
does not plan to improve commercial tobacco seeds. 
More easily than mast plants, tobacco and its descendants 
accept foreign genes. 

Researchers at Agracetus are also working to upgrade 
corn and soybeans, using genetic engineering and 
microbial crop treatments. 

In addition, the partnership is experimenting with 
animal-health therapeutics and vaccines to control 
livestock disorders, such as shipping fever in cattle. This 
illness consists of a variety of respiratory and other 
diseases that cattle can develop, most often after they 
have been trucked long distances to feedlots. About 
10% to 20% of the transported animals exhibit symptoms 
of shipping fever soon after arriving at the feedlots, 
and up to 20% of those afflicted may die of these viral 
and bacterial attacks. 

The sales potential for Agracetus products is prom- 
ising. The U.S. seed, pest-control and animal health-care 
market is estimated at about $10 billion a year. 


Paul Unbeck has his arms around an Agracetus iriamph: the world’s 


first suecesshilly bivengineered cotton plant 


ix panding Grace's Presence Worldwide 


At the base of Mount Tsukuba, 44 miles northeast of 
Tokyo, lies a sprawling science-city that is the home of 
the Tsukuba Space Center. Here, Grace Japan KK has 
supplied the National Space Development Agency 
(NASDA)—equivalent to NASA in the U.S.—with Japan’s 
largest anechoic chamber, a room lined with pyramid- 
like “‘cones’’ that absorb radio waves for testing parts to 
be used on weather and communications satellites. 

“This chamber takes the place of being in outer space,” 
says Yasuhiko (“‘Tke’’) Ikegami, senior director and 
general manager, Electronics & Polymer Systems, Grace 
Japan KK. ‘‘For example, if NASDA wants an antenna 
with certain characteristics, it must accurately measure 
the radio-wave, or energy, path emerging from the an- 
tenna. The cones absorb that energy for precision testing.” 

The NASDA anechoic chamber, a product of Emerson 
& Cuming, Inc. demonstrates Grace’s intention to ride 
the crest of the high-tech wave in Japan. While Grace 
Japan continues to emphasize balanced growth through 
its regular specialty chemicals businesses, such as can 
sealants and packaging, it is also building an assortment 
of new high-tech polymer and electronics products. 
Examples abound: the Accutrace automated primary- 
imaging system for making printed circuit boards, 
Amicon Electronic Materials conductive epoxies and 
Emerson & Cuming dielectric materials (see ‘* Look- 
ing to the Electronic Future,’’ page 8), All are adapted 
to meet the special needs of Japanese customers. 

Because of increasing business competition m the 
Pacific Basin, Grace has established a Technology Ofhice— 
the “eyes and ears’ of Grace—in Japan. Its purpose: 
to tap into the flow of Japanese technology to see what 
might click with Grace products. The Company's 
Research Division also proposes to build a laboratory in 
Japan. And furthering its commitment in the Pacific, 
Grace will begin operating wholly owned subsidiaries in 
1987 in Taiwan, Korea and The People’s Republic of 
China to make much-needed basics: can sealants and 
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construction products. These specialty chemicals, along 
with packaging materials, have been made and sold by 
Grace for years in Australia, Hong Kong, Malaysia, New 
Zealand, the Philippines, Singapore and Thailand, and 
continue to provide solid earnings. 


Transferring Technology to Spur Sales 

Grace’s international presence has spread rapidly. An 
important factor has been its ability to transfer technology 
from division to division. For example, a vacuum-skin 
packaging (VSP) product that extends the shelf life of 
beef, poultry and fish originated at Crvovac in the US. 
However, European Darex developed the machinery and 
commercialized the process when European hincheon- 
meat manufacturers wanted better-looking and longer- 
lasting packaging. (Now, VSP is making its way back 

to the US. for consumer fresh-meat packages.) Grace 
Japan’s invention of a spray~on solution to reduce static in 
Letterflex printing plates was adapted for the U.S., Euro- 
pean and Australian markets. Anticipating a move to 
plastic caps by bottlers in Europe, Grace worked closely 
with customers to develop a special gasketing material; 
these caps are now being used internationally by both 
food and beverage packers. In West Gerrnany, Grace is 
expanding production of Davison Chemical’s octane- 
enhancing cracking catalysts for European and Middle 
Eastern refineries. 

Grace has successfully adapted its basic—and, in most 
cases, proprietary—technologies to serve local markets, 
so that customers everywhere may receive the same high 
level of service. In the years ahead, Grace plans to 
develop specialty markets for its high-tech products in 
the many countries in which it operates. For, according to 
Ike Ikegami, “If you sleep on old assets, you can’t dream.” 


Yasuhiko [kegami of Grace Japan K K inside the NASDA anechoic 
chamber used to test paris for satellites. 
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linancial Statement 


Years Ended December 31, 1986 1985 
Consolidated Statement of Income SaleSii5. coo pth oes Mista: KHOU Namen KR $ 3,725.7 $ 3,553.2 
(Si mnillions, extent per sar Dividends, interest and other income. net........ 49.6 82.0 
3,775.3 3.559,9 
Cost of goods sold and operating expenses. ............ 2,517.5 2,355,9 2,247.0 
Selling, general and administrative expenses........... 688.5 654.4 653.5 
Depreciation, depletion and amortization. ... 238.4 224.0 224.5 
Interest expense .............0..- 191.8 159.6 {S19 
Research and development expenses ..............0. 94.2 88.8 79.4 
Asset write-downs and reserves. .......-..-0....000005 368.8 - - 
4,099.2 3,482.7 3,356.3 
Income (Joss) from continuing operations before taxes (323.9) 152.5 203.6 
IM€OMe taxes . 2.06. cise ee sea bene ee 51.5 64.9 98.5 
Income (loss) from continuing operations ............. (375.4) 87.6 105.1 
Income (loss) from discontinued operations 
{including net gains on disposals) . . (96.9) 59.3 _ 92.9 
Net income (loss). . . $ (4 y $146.9 $ 198.0 
Earnings (loss) per share from continuing operations.... $ (8.94) S$ A67 2.02 
Earnings (loss) per share from discontinued operations.. (2.31) 1.45 1.80 
Earnings (loss) per share... 00.00.00... cee eee $ (11.25) $ 2.82 $ 3.82 
Consolidated Statement : 
of Shareholders’ Equity Foreign Common 
$ millions Preferred Common Paid in Retained Currency Stock in 
_ Stocks Stock _ Capital Earnings Adjustments Treasury Total 
Balance at January 1, 1984 $30.3 $51.8 $472.7 $1,763.6 $(101.9) $ G5) $2,193.0 
NetineOnie 4 oc e.a6 ni ages us _ _ — 198.0 — — 198.0 
Dividends paid... 20.00.20. — = = (136.5) — — (136.5) 
Conversion of debentures ..... a _ 7 — — — 7 
Translation adjustments. ~ —_ — — (45.6) _— (45.6) 
Purchase of treasury stock — — — ~— _ (1.4) (1.4) 
OUT sys aww ences _ ~ : _ 16 — - — 1.6 a2 
Balance at December 31,1984 ... 10.3 51.8 475.0 5,825.1 (147.5) (3.3) 2,241.4 
Netincome ................ : — — — 146.9 _ ~ 146.9 
Dividends paid.......... ree — _— — (142.7} — — (142.7) 
Conversion of debentures ...... = ! a3 — — _— 74 
Stock option exercises ......... — 9.2 — _ 3. 12.4 
Translation adjustments. ...... os = 42.0 = 42.0 
Sale of Common Stock. ........ —_ 2.6 117.2 — — — 119.8 
UNE saci bioewan cach eeRey as => |. , 6.7 = = 7 — ome Fe) 
Balance at December 31,1985 ... 10.3 55.2 615.4 1,829.3 (105.5) (.2) 2,404.5 
INGLJOSS... seni da ken aeaaeg ac — = a (472.3) — — (472.33 
Dividends paid... ........000. = _— — (U8) — — (L181) 
Conversion of debentures ...... — = 1.2 — = _ 12 
Stock option exercises 2.2... _— 6 25.6 — — A 26.3 
Translation adjustments. ..... : — _— a — 66.0 ma 66.0 
Stock repurchase. . . . — 3 — — (595.8) (598.1) 
Other .......... et ar a = {.9) : sec _ = = _ (9) 
Balance at December 31, 1986 . . $641.6 $1,238.9 $ (39.5) $(595.9) $1,308.6 


The Notes to Financial Statements, pages 19 to 30. are integral parts of these saiemens. 
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Source (Use) of Funds 


Invest ment Activity 


Financing Activity 


Consolidated Statement of Changes in Financial Position 


Years Ended December 31. 


Income (loss) from continuing operations 

Add (deduct) items not affecting working capital: 
Depreciation, depletion and amortization . 
Deferred income taxes . . . 


Equity in unremitted earnings of affiliated companies : 


Asset write-downs and reserves : 
Provision for divestment of eastern coal properties. 
Gains on sale of oil and gas properties . 


Working capital provided by continuing operations 
Working capital provided by discontinued operations 


Working capital items* 

Net change in noncurrent assets/liabilities of 
discontinued agricultural chemical operations 

Other transactions, net . 


Total Before Investment and Financing Activities . 


Net proceeds from divestment of retail and restaurant 
businesses 

Book value of asset disposals. ie 

Net proceeds from initial public offerings of 
subsidiaries . 

Net proceeds from sale of oil and gas properties. 

Decrease (increase) in investments in and advances to 
affiliated companies . 

Repayment of debt in connection with divestment of 
eastern coal properties . : : 

Businesses acquired in purchase transactions . 

Capital expenditures . . 


Total Investment Activity . 


Repurchase of Company's stock 

Increase in long-term debt. 

Reduction in long-term debt . 

(Decrease) increase in loans payable. 
Cash dividends : : 
Net proceeds from sale of common n stock, 
Other . 


Total Financing Activity... 


Decrease in Cash and Cash Equivalents 


*Analysis of Working Capital Items 

Notes and accounts receivable - 

inventories . . 

Accounts payable 

Income taxes . : 

Net change in noncurrent stassets/liabilities of 
discontinued retail operations : 

Net change in noncurrent assets/liabilities of. 
discontinued restaurant operations . 

Other, net... 


Financial Statement 
ee 


§ millions 

1986 1985 1984 
$(375.4) $ 87.6 $ 105.1 
238.4 224.0 224.5 
(69.0) (18.5) (5.4) 
(9.1) (11.9) (7) 
368.8 — — 
— 46.9 =~ 
= 6h) = 
153.7 270.0 323.5 
62.6 150.2 197.0 
(6.2) (183.5) (101.6) 
(60.6) _ _ 
(57.3) (46.5) (54.3) 
92.2 190.2 _ 364.6 
1,043.8 — — 
43.6 61.2 99.1 

~ 71.3 34.4 

~ 127.7 

8.2 (32.8) (93.7) 
(24.2) (48.7) — 
(49.3) (198.7) (94.6) 
199.1) (348.0) (388.9) 
823.0 (362.0) _(443.7) 
(598.1) — - 
265.5 207.8 288.3 
(501.1) (139.1) (132.1) 
(49.2) 98.2 51.8 
(118.1) (142.7) (136.5) 

— 119.8 

26.7 199 (5) 
(974.3) 163.9 71.0 
$ (59.1) $ (7.9) $_ (8.1) 
$ 32.7 $ (92.0) $ (10.5) 
(26.9) (48.6) (106.8) 
29.3 34.7 6.9 
56.6 (50.8) 10.9 
(7.2) (50.4) - 
(3.8) = = 
(86.9) 23.6 (2.1) 
$ (6.2) $183.5) $101.6) 


The Notes to Financial Statemenis, pages 19 to 30, are inweral parts if this statement 
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Assets 


Liabilities 


Shareholders’ Equity 


Consolidated Balance Sheet § millions 


Current Assets 


December 31, 


Cash and cash equivalents, including marketable 


securities of $4.6 (1985—$11.0) 
Notes and accounts receivable, less allowance 


of $26.3 (1985—$26.5) .. 


Net investment in discontinued restaurant operations ......... 


Net current assets of discontinued agricultural 


chemical operations ...... 
Other current assets. . 


Total Current Assets . . 


Net long-term assets of discontinued agricultural 


chemical operations ... 


Investments in and advances toa 


(1985—$20.7). ... 


Current Liabilities 
Loans payable. . . 
Accounts payable . 
Income taxes ... 
Other current abilities... ... 


Total Current Liabilities. 


Long-term debt 
Noncurrent liabilities 
Deferred income taxes . . 


Total Liabilities .. 
Deferred income . 


The Notes to Financial Siatemenis, pages 19 w 30. are integral parts of this siaiement 


_1986 


2,652.1 
136.5 
1,308.6 


4,097.2 
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$5,420: 
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Note 1—Summary 
of Significant Accounting 
and Financial Reporting Policies 


Note 2—Discontinued 
Operations 


Notes to Financial Statements $ millions (except per share) 


The accounting and financial reporting policies of W. R. Grace & Co. and subsidiaries (““Grace’’ or 
“Company”’) conform to generally accepted accounting principles and reflect practices common in 
Grace's various businesses. 


Consolidation Principles The consolidated financial statements include the accounts of 
W.R. Grace & Co, and majority-owned companies. Investments in afhliated companies are carried 
at cost, as adjusted for subsequent changes in equity. 


Inventories. Inventories are stated at the lower of cost or market. Due to the diversified nature of 
Grace's operations, several methods of determining cost are used, including first-in/first-out, 
average and, for substantially al] United States chemical inventories, last-in/first-out. Market value 
for raw and packaging materials is based on current cost and, for other inventory classifications, 
on net realizable value. 


Properties and Equipment and Related Depreciation Depreciation of properties and equip- 
ment, including those under capitalized leases, is generally computed using the straight-line 
method over the estimated useful lives of the assets. The successful efforts method of accounting is 
used for oil and gas operations, Depletion of natural resource reserves is determined by the 
unit-of-production method. Interest is capitalized in connection with major project expenditures 
and amortized, generally on a straight-line basis, over the estimated useful lives of the assets. 


Earnings Per Share Earnings per share are computed on the basis of the weighted average 
number of common shares outstanding. 


During 1986, Grace completed the previously announced divestment of its retail operations, 
excluding its leather apparel business (which is expected to be sold in 1987), for proceeds, before 
reinvestment, of approximately $733. In connection with the sale of two home centers divisions, the 
Company purchased for $29 the following securities of the buyer or its subsidiary: (a) $19.1 of senior 
secured notes: (b) $9 of junior unsecured notes; (c) $.9 of cumulative preferred stock: and (d)a 
warrant to purchase a 32.5% common equity interest. 

In December 1986, Grace sold substantially all of its full-service restaurant operations for pro- 
ceeds, before reinvestment, of approximately $537. This transaction also resulted in the removal of 
$217 of debt from Grace’s Consolidated Balance Sheet. in connection with this transaction, the 
Company purchased for $100.8 the following securities of the buyer: (a) $50 principal amount of 
13% Junior Subordinated Notes due 1998; (b) 500.000 shares of 12% Cumulative Preferred Stock, 
mandatorily redeemable in 1999, having a liquidation preference of $100 per share: and (c) warrants 
to purchase 470,000 shares of the buyer's common stock (representing 47% of the buyer's fully 
diluted common equity). The Company has the right to require the buyer to redeem the Notes at 
face value any time after December 31, 1988 upon the buyer's achievement of certain operating ratio 
tests; the buyer has unutilized available credit lines from senior lenders solely for such redemption. 

in determining the net pretax gain on these disposals, Grace has not included any value of the 
securities purchased in connection therewith. Grace believes, and has obtained appraisals 
confirming that, in the aggregate, the fair value of such investments exceeds their costs. However, 
the Company has acquiesced to the Securities and Exchange Commission's position that the 
value of these securities be recognized in future years, when the realization of their value is more 
fully assured. 

In addition, Grace has decided to dispose of its agricultural chemicals business within the next 
two years and has established a $221 divestment reserve to provide for the expected operating losses 
of this business through the daie of disposal and the anticipated loss on disposal. $76 of this reserve 
is included in other current liabilities and $145 is included in noncurrent liabilities in the Consoli- 
dated Balance Sheet at December 31, 1986. 

Asa result of these restructuring steps, Grace’s equity in its remaining retail and restaurant 
operations and its equity in the agricultural chemicals business have been reclassified in the 
Consolidated Balance Sheet to report separately the net assets of these operations at December 31, 
1986, Grace’s equity in the retail operations was aiso reclassified at December 31, 1985. The 
Statement of Income has been presented to reflect the retail, restaurant and agricultural chemical 
operations as discontinued operations for all years presented. 


19 


W. R. Grace & Co. and Subsidiaries 


20 


Asummary of the net investment in discontinued operations at December 31, 1986 is set 


forth below: 


Cash 


Inventories . 


Other current assets 
Properties and equipment, ne : 
investments in affiliated companies . 
Goodwill. net... 
Other assets . 


Total assets 


Current liabilities. . 
Long-term debt .. 
Noncurrent liabilities .. 


Total liabilities . . 


Net investment in discontinued operations . 


Agricultural 


Retail Restaurant Chemicals 
$: 1:2 $ 2 $ 58 
14.8 2.1 21:5 
25.9 1.4 85.1 
3 4.6 8.0 
18.8 54.9 209.6 
— _ 129.8 

_ [d.7 _— 
— 6.6 26.2 
$61.0 $81.5 $486.0 
$19.7 $20.9 $ 60.4 
— 21.7 16.2 

4 : 6.0 LUT.1 

_ 20.1 48.6 187.7 
$40.9 $32.9 $298.3 


Totai 

$ 7.2 
38.4 
112.4 
12.9 
283.3 
129.8 
Hie 
32.8 


$628.5 


$101.0 
37.9 
117.5 


256.4 


$372.1 


Sales and operating results for Jiscontinued operations, including net gains on disposals. for the 
three years ended December 31, 1986, 1985 and 1984 are as follows: 


Retail 


Agricultural 
Restaurant _ Chemicals 


Year Ended December 31, 1986 


Sales. ... “es sa teonishe ais $ 1,374.8 $ 1,219.3 $488.5 $3.082.6 
Income (loss) ffom operations before taxes . 18.5 4,2 {84.!° {61.4} 
Net pretax gain on disposal of operations. 1714 41.0 — 212.4 
Divestment reserve ....... SecGiesteliciars sie — —_— (221.0) (221.0) 
Income taxes relating to discontinued operations ___ (26.9) 
Loss from discontinued operations. 00.006 ence eee ae $ (96.9) 
Year Ended December 31.1985 
SAlCS icteric Od eens Sadsm $2,067.41 — $1,026.2 $613.6 $3,706.9 
Income {loss} from operations before taxes . . 83.2"? 24.4 (54.0) 53.6 
Income tax benefit relating to discontinued 
OPEIaliONS: :iigd wag itaee inde Dedattavedes ahaa ee P Pde Se wegegam eae 3.7 
Income from discontinued operations 2... cee eee 59.3 
Year Ended December 31,1984 7 
Sales. cede voniew ewes $ 1,792.3 $849.1 $678.3 3,319.7 
Income from operations before taxes . . 63.8 40.17 22.2 126.1 
Income taxes relating to discontinued operations. .. (33.2) 
Income from discontinued operations «00.0.0... 6.022 c cee § 92.9 
“ Includesa $517 gain on the March 19 titial public offering of a minority interest in Herman's Sporting Goads. tn 


Includes a $15.4 gain on the January 1984 initia! public offering 


ty interestin Ei Torito Restaurants. (ne. 


Note 3—Notes and 
Accounts Receivable 


Note 4—Inventories 


Note 5—Investments in and 
Advances to Affiliated Companies 


Trade, less allowance of $26.1 (1985—$26,2) 
Other, less allowance of $,2 (1985—§.3). . 


Raw and packaging mz 
TA PIOCRSS . ..c4 snus os 
Finished products ....... 
General merchandise - . 


Less: Adjustment of certain inventories fo a 
last-in/first-out (LIFO) basis... . 


Notes to Financial Statements $ millions (except per share) 


1986 _1985 

a as i $587.2 $585.4 

78.4 118.3 

$703.7 

1986 1985 

a BRP $163.2 $164.9 

es 70.3 677 

pdddeiRa tedgacsindenas 214.4 384.0 
A dioeuekneascc _ 158.2 112.9 
606.1 729.5 

7 43.1 121.9 
$563.0 $607.6 


Inventories valued at LIFO cost comprised 28.7% of inventories before the LIFO adjustment at 
December 31, 1986 and 40.2% before such adjustment at December 31, 1985. 


Included in Grace’s continuing operations at December 31, 1986 are equity interests of 50% or Jess 
in companies engaged in mining coal, producing drilling fluids and providing health care services 
and products. One of these interests is a 49.99% common equity interest in National Medical Care, 
Inc. (“NMC”), the nation’s leading operator of kidney dialysis centers, with an option, exercisable 
through 1995, to acquire an additional 15% common equity interest. In addition, the Company has 
an investment in NMC’s Cumulative 12% Preferred Stock (which is mandatorily redeemable 
between 1992 and 1994) of $76 at December 31, 1986 ($67.5 at December 31, 1985). 

Grace's net investment in the discontinued agricultural chemicals business includes equity 
interests of 50% or less in companies engaged in mining phosphate rock and producing ammonia 


and phosphoric acid. 


Asummary of financial information of affiliated companies (100% basis) is set forth below: 


Current assets. . . eee 
Noncurrentassets .......... 


Total assets .... 


Current liabilities. . . 
Noncurrent liabilities .......0... 


Total liabilities . . 
Net assets ... 


Grace investments and advances . 


Net sales ...... 


Net income (loss)..........-. 


Grace equity in earnings. 


Dividends received by Grace. . 


_ 1986") ; 1985" 
$308.3 $ 343.0 
716.1 1,500.9 

$1.024.4 $1,843.9 
$214.8 $ 336.7 
447.4 905.3 

1,242.0 

$ 6019 

$_317.9 

1986 1985 1984 

$ 724.1 $ 765.8 $ 433.4 

$ 239 $ 303 $ (21) 

$ 100 $ 129 § 20 

$ 9 $ 10 $ 13 


) 1986 assets and liabilities information reflects only those affiliated compantes included in continuing operations: the 1985 


assets and lrabilities information reflects all affiliated companies, including those in discontinued operations, 


Restated to exclude the results of atiated companies included in discontinued operations 


W.R. Grace & Co. and Subsidiaries 


Note 6—Properties and Equipment 


Note 7—Asset Write-Downs 
and Reserves 


i 
Ne 


Gand sys. ae este eins NE etd ie ep an tet ee Scale $ 
Natural resource properties ......0..0 0.00. 
Buildings 


$ 


Machinery, equipment and other . 


Projects under construction i pakead 79.5 

3,270.2 

Accumulated depreciation, depletion and amortization ......... (1,691.2) 
Properties and equipment. net ....... 2.02 eee eee $ 1,579.0 $ 


Property under capitalized leases amounted to $7.7 and $159.6 at December 31, 1986 and 
December 31, 1985, respectively. Accumulated amortization of property under capitalized leases 
amounted to $3.4 and $55.5 at December 31, 1986 and December 3], 1985, respectively 


Capitalized interest costs have been incurred in connection with the financing of certain assets 
prior to placing them in service. Included in net properties and equipment are net capitalized 


in 1986 and $41.8 in 1985. Capitalized interest costs excluded from interest 
and 1984 were $4.2, $4.8 and $9.6, respectively. 


interest costs of $28. 
expense in J986, 1985 


Depreciation, depletion and amortization expense relating to properties and equipment 
amounted to $201.0, $190.8 and $192.3 in 1986, 1985 and 1984. respectively, of which $.6,$.3 and 
$1.1. respectively. represented capitalized lease amortization. 


At December 31, 1986, minimum future lease payments were: Capitalized Operating 
Leases Leases 
1987! eeew es $ 14 $ 39.5 
1988 ..... 1,2 
1989 a 
1990 .... iPelesteher i BBS pecans Bk i 
TODD feiss Ronee and a ene 4 
Later years . 3.1 
Total minimum lease payments. . . 7.7 
MNVTESU 7 shea wile ates eae s ones eee stale (2.9) 
Present value of minimum lease payments ........0.0...-0.005 $ 4.8 


Grace's rental expense for operating leases amounted to $38.1, $357 and $37.8 in 1986, 1985 and 
1984. respectively. Contingent rentals and sublease remal income were not significant. 


In connection with the sale of certain of Grace’s retail businesses, Grace subleased certain land 
and building locations 10 the buyers of such businesses. Minimum fuiure lease payments for 
operating leases at December 31, 1986 includes $87.8 relating to the subleased Jocations. The terms 
of the subleases, which extend to 2005. are identical to those of the original leases. 


The Company has guaranteed $51.1 of minimum future lease payments of businesses included in 
its net investment in discontinucd restaurant operations. The leases have terms extending to 2005. 


In the fourth quarter of 1986, Grace recorded a charge of $368.8 against earnings from continuing 
operations. The charge includes $332.2 primarily associated with the write-down of certain 

oil and gas properties. drilling rigs and other energy services equipment and manufacturing 

plants to their net realizable value. as well as the write-off of related goodwill. The write-down of 
energy-related assets within Grace’s natural resources operations accounted for $275, or 83%, of the 
assel write-downs; the balance was related to certain assets in Grace's specialty chemical oper- 
ations. In addition. Grace recorded various corporate reserves aggregating $36.6 for restructuring 
casts, headquarters staff reductions and other matters. 


In determining the asset write-downs, Grace generally estimated future cash flows expected to be 
generated by the respective assets over their remaining useful lives, reflecting projections of future 
prices and costs and, where appropriate, discounted the results to present value. 


Notes to Financial Statements 8 millions (except per share) 
— 


1986 _ 1985 
Note 8—Other Assets Securities of divested restaurant and retail businesses ....... $129.8 $ — 

Energy services equipment, less accumulated amortization 
of $177.6 (1985—$140.5)... whe : seb a ghd Ga BA ae 12735 144.9 
Long-term investments ... : ere F 56.3 44.6 
Deferred charges .......... sa ata 44.7 T27 
Long-term receivables, less Allowance of $2.2 (1985— § Pe adie’ 39.3 313 
Natural resource participation investments... ........60... 0005 28.9 26.6 
OTC sicied ne Gotececies apa Biyitceataci tin Seedy ah gets ytd Gea Soe ied _ 40.5 30.3 
$350.4 

Year-End 1986 Years of 
_ Interest Rate _Maturity 1986 (1985 
Nate 9—Long-Term Debt WR. Grace & Co. 
Commercial paper’... 2.2... 6.2 % — $ 129.4 $ 378.0 
Bank borrowings'........... — — _ 10.0 
Promissory notes..........-. 8.4 987-1998 283.3 315.5 
Promissory notes.........-..- 12.75 1990 100.0 100.0 
Promissory notes........... 16.375 997 100.0 100.0 
Promissory notes ees — — _— 100.0 
Subordinate debentures camer 7.0 2001 250.0 — 
Debentures. . ee ere 11.75 2008 {00.0 100.6 
Sundry indebtedness’ BU deat 4.9 987-1997 20.6 22.7 
Industrial revenue bonds ...... 7.0 1987-2002 46.5 _- 313 
1,029.8 1,157.5 
Subsidiaries” 

Secured indebtedness. . ae 9.0 1987-2005 10.9 ISLS 
Sundry indebtedness ........ 10.9 987-2008 21.9 23.1 
Promissory notes......-...... — a = 74.8 
1,406.9 
CApHAliZENeaS6S iene iid gdeteges wena abies A Pe pans 128.0 
Production payment’ .........0... 000200005 signa, etn bm aceite = TS 
1,607.7 
Less amounts due within one year included in loans payable ...... . 83.6 


Full year weighted average interest rate... 0... 02. ee eee 8.8% 10.6% 


‘° Commercial paper and bank borrowings, although made under short-term credit facilities, are 
classified as long-term debt because of the availability of iong-term financing under Grace’s 
revolving credit agreements and Grace's intent to refinance these borrowings on a long-term basis. 

‘2 Convertible into ofie share of Common Stock for each $63.25 principal amount. Ninety percent of 
each debenture is redeemable at the option of the holder on February 7, 1991 for an effective yield of 
9.52% per annum on the debenture, the rate at which interest is accrued. 

“Includes $2.5 of subordinate debentures at December 31, 1986 ($3.1 at December 31, 1985) 
convertible into one share of Common Stock for each $29,625 principal amount and $12.3 of 
subordinate debentures at December 31, [986 ($13.2 at December 31, 1985) convertible into one 
share of Common Stock for each $57.32 principal amount. 

“ At December 3}, 1986, $5.6 of subsidiary indebtedness was guaranteed by the Company. 

In addition, $19.4 of subsidiary indebtedness included in the Company’s net investment in the 
discontinued agricultural chemical operations was guaranteed by the Company, 

‘ Represents a natural resources financing repayable solely out of proceeds from the saie of 
production. 
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Long-term debt payable during each of the four years subsequent to December 31, !987 is: 
1988—$72.1; 1989--$67.6; 1990 $142.1: 1991-$27.5. 


Grace has revolving credit agreements with various banks under which it may borrow up to 
$1.298.0 at interest rates based. at the option of the Company, upon the prevailing prime, certificate 
of deposit and/or Eurodollar rate. At December 31, 1986, there were no outstanding borrowings 
under the revolving credit agreements. The Company has additional credit lines amounting to 
$30.0, for a total of $1,328.0 (1985—$1.349.9). Of the $1.328.0 total credit facilities. $130.0 was 
reserved in support of commercial paper borrowings outstanding as of December 31, 1986, leaving 
net unused credit facilities of $1.198.0. In connection with $1,298.0 of the Company’s credit facili- 
ties, commitment fees of .25% per annum are payable on the unused portions. A portion of the 
Company’s cash balances serves to compensate banks for credit facilities and services. Such 
balances are generally unrestricted. 


The Company has continued to guarantee certain lease obligations of businesses sold. The leases, 
which extend to 2011, have minimum future lease payments aggregating $158.2. In addition, $133.5 
of borrowings of affiliated companies at December 3}. 1986 was guaranteed by the Company. 

No liability is anticipated under these guarantees. 


See Note 10—Modification of Debt Covenants for information with respect to the modification of 
covenants in the revolving credit agreements and certain promissory notes. 


Note 10—Modification of The Company has certain Promissory Notes totaling $283.3 at December 31, 1986 and revolving 
Debt Covenants credit agreements (see Note 9—Long-Term Debt) which comlain covenants limiting the Company's 
ability to incur funded indebtedness and to pay cash dividends. As a result of the 1986 net loss, such 
covenants would have been violated. Consequently, the Company obtained a modification of the 
covenants which liberalized the restriction on the payment of cash dividends and increased the 
permitted debt ratio (for a three-year period ending January |. 1990). Interest paid by the Company 
on the Notes and on any borrowings under its revolving credit agreements will increase by a 
nominal amount until such time as the Company complies with the original limitation on dividend 
payments. 
After giving effect to the modification, $130 of retained earnings at December 31, 1986 was free of 

this restriction on payment of cash dividends. 


Note 11—Shareholders’ Equity The Company is authorized to issue up to 150,000,000 shares of Common Stock ($1 par value). 

Of unissued Common Stock and Common Stock in treasury at December 31, 1986, approximately 
10,055,000 shares may be issued or delivered upon conversion of convertible debentures and 
exercise of stock options. 

On January 2, 1986 the Company purchased for $598.1 the following shares of its capital stock: 
Common Steck—13,619,460 shares, Preferred Stock—2,.340 shares, Class A Preferred Stock— 
16,081 shares and Class B Preferred Stock—7,579 shares. 

At December 31, 1986 the number of shares of Common Stock outstanding was 42,200,000 
(1985—55,168.600). Common Stock in treasury at December 31, 1986 was 13.639000 shares. 

The weighted average number of shares of Common Stock outstanding in 1986 was 42,039,000 
(1985—S1,908,000; 1984—S\ 673.000). 

Retained earnings of $1,238.9 at December 3}, (986 includes $469 of undistributed earnings of 
consolidated foreign subsidiaries which may be subject to currency, exchange and other restrictions 
imposed by regulatory bodies of the countries in which the subsidiaries operate. 


2¢ 


Preferred stocks ($100 par value) authorized. issued and outstanding are: 


Notes to Financial Statements $ millions (except per share) 
SS 


Shares 


Authorized 
and Issued 


6% Cumulative” sities 
8% Cumulative Class A”... 
8% Noncumulative Class B™’ 


‘) Eighty votes per share. 
‘°) Eight votes per share. 


40,000 
50,006 
40,000 


In 


Treasury Outstanding 
(December 31, 1986} 


37.660 
17,366 
21,851 


Par Value of 


Shares Outstanding 
1986 1985-1984 
$3.8 $ 4.0 
17 3.3 
De 3.0 
$7.7 $10.3 


Dividends paid on the Company's preferred stocks amounted to $.5 in 1986 ($.7 in each of 1985 


and [984). 


The Company's Certificate of Incorporation also authorizes 5,000,000 shares of Class C Preferred 
Stock, without par value, none of which has been issued. 


In January 1987. the Company issued one Common Stock Purchase Right (*“Right’) for each 
outstanding share of the Company’s Common Stock. The Rights are not and will not become 
exercisable unless and until certain events occur. At no time will the Rights have any voting power. 
The Company has initially reserved 52,300,000 shares in connection with the Rights. 


See Note !0—Modification of Debit Covenants for information with respect to the modification of 
covenauts relating to the payment of cash dividends. 


Note 12—Stock Options Changes in outstanding Common Stock options are summarized below: 


1986 1985 1984 
Average Average Average 
Number — Exercise Number Exercise Number Exercise 
of Shares Price of Shares Price of Shares Price 
Balance at 
beginning of year.. 2,052,038 $39.99 2,455,419 $39.47 2,233,585 $39.33 
Options granted...... 1,270,800 50.86 17,618 34.10 451,337 38.01 
3,322,838 2,473,037 2,684,922 
Options exercised... (635,433) 39.15 (217,134) 36.76 (57,121) 34.19 
Options terminated 
orcancelled ...... (491,351) 40.63 (203,865) 36.58 (172,382) 35.62 
Balance at 
end of year .. 196,054 46.39 2,052,038 39.99 2,455,419 39.47 


At Deceitiber 31, 1986, options covering 920,552 shares (1985—1,498,232; 1984—1,321,650) were 
exercisable and 2,268,681 shares (1985—827,524; 1984—757,541) were available for the granting of 


additional options. 


Under the provisions of the Company’s stock incentive plans, certain optionees have stock 
appreciation rights under which the optionee may, in lieu of exercising an option, request cancel- 
lation and, at the Company’s eleciion and without payment to the Company, receive cash or shares 
of Common Stock having a market value equal to the difference between the exercise price and 
the market price of the Common Stock. Upon such cancellation, the shares covered by the option, 
less the shares issued. if any, become available for future grants. In 1986, $.5 was credited io income, 
in 1985, $2.8 was charged to income and in 1984, $3.3 was credited to income in connection with 


such stock appreciation rights. 
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Note 13—Acquisitions and Other 
Developments 


Note 14—Income Taxes 


In 1986, the Company purchased two distribution businesses and the remaining interest in another, 
two specialty chemical businesses and an 80% interest in a restaurant business fora total of $49.3. In 
1985, the Company purchased four restaurant businesses and three specialty chemical businesses 
for a total of $215.0. In 1984, the Company purchased a home center chain, a specialty chemical 
business and the remaining interest in another, and a cocoa business for a total of $91.8. These 
acquisitions were accounted for as purchases, and the results of operations of the acquired busi- 
nesses are included in the consolidated financial statements from the respective dates of acquisi 
tion. Goodwill arising from certain purchase transactions is amortized using the straight-line 
method over various periods not exceeding 40 years, 


In 1986, Grace Drilling Company (*GDC"’), a subsidiary of Grace, acquired an energy services 
business through the issuance of GDC stock. Grace’s common equity interest in GDC at December 
31. 1986 was 77.6%. 


In 1985, the Company acquired an 83.5% interest in Taco Villa, Inc. (7 TV’) (a restaurant 
business) through a merger between a wholly owned subsidiary of the Company anda subsidiary of 
TV. The Company’s interest in TV was 81.8% at December 31, 1986. 


In 1985, the Company issued 2,223,608 shares of Common Stock for a specialty chemical 
business and 945,000 shares for a restaurant business. These transactions were accounted for as 
poolings of interests, and the consolidated financial statements for the year of acquisition and for 
periods prior thereto have been restated. Additionally. in 1985 the Company issued 554,803 shares 
of Common Stock for a restaurant business in a pooling of interests transaction; however, since the 
acquired company did not have a material impact on Grace’s financial statements, the consolidated 
financial statements have not been restated with respec! thereto. 


In 1985. the Company recognized a pretax gain of $58.1 on the sale of certain oil and gas 
properties. 


In 1985, the Company established a pretax reserve of $46.9 against losses anticipated in con- 
nection with the divestment of three eastern coal properties. Two of the properties were sald in 
1985, and the last property was sold in July 1986 


The provision for income taxes, including taxes relating to discontinued operations, consists of: 


1986 1985 1984 

Current: 
Federal iaciccanan Gacenwen eee reer $ 34.5 $ (5) $ 15.4 
Sale 4 bhatt ad, te eye une dea Sanaa 28.2 9.8 8.6 
Foreign ...... dvastnt bead, Orca tae Best eo is ees 92.7 86.1 97.2 

Deferred: 
SGOT AE cece ces ire nance on taneniedaes - Seats (75.5) (36.8) 1 
FOP: s25i-ic beac chiens eee eT ee (1.5) 6 (.6) 

Total provision for income taxes, including 

discontinued operations. ..................... $78.4 $ 59.2 $I3L7 


The provision for income taxes allocated to continuing operations consists of: 


_1986 1985 __1984 

Current: 
Federal .......... age tna AAR ay asd apy eden te $ 34.5 $ (1.8) $ 89 
Slate... ges eecnys Rea iba ats ihe ee eae 35 5.2 3.4 
FORALN ois. daaceleraccmacede ‘sir near ere 88.5 82.7 93.9 

Deferred: 
Federal oo cc choke cohen ¢ Pree bee a (75.5) (22.3) CE) 
Foreign..... hited ib asieey Sanne ahee 5 fel os 

Total provision for income taxes allocated to 

continuing operations $51.5 $ 64.9 $ 98.5 


Notes to Financial Statements $ millions except per share} 
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The source of income from continuing operations before taxes for financial reporting 


purposes is as follows: 1986 1985 1984 
Domestic ..... irre P $(499.0) $(U1.1) $ 34.5 
Foreign ie 175.1 163.6 169.1 

Total income from continuing operations before taxes. $(323.9) $152.5 $203.6 


For financial reporting purposes, the Company has $171.8 of operating loss carryforwards avail- 
able to reduce federal income tax expense on future income. 


Investment tax credit carryforwards, on a tax return basis, amount to $71.0, of which $14.8, $16.9, 
$9.2, $16.4, $11.7 and $2.0 expire in 1996, 1997, 1998, 1999, 2000 and 2001, respectively. 


Deferred income taxes arise from timing differences in the recognition of revenues and expenses 
for tax and financial reporting purposes. The major components of the deferred income tax 
provision allocated to continuing operations are: 

1986 1985 1984 


Federal Foreign Federal Foreign Federal Foreign 


Asset write-downs 


and reserves ...... veceeeeeee. $163.5) $ ~ $F$ = $— $ — $ — 
Capitalized research and 

development costs... ... re (29.3) (33.1) ~= _ — 
Intangible drilling and 

development costs.......... (5.0) — (2.2) — (4.0) — 


Accelerated methods 


of depreciation......... 1.6 26.6 325 12.8 2.4 
Net tax benefits/reversals o 

tax credits on disposition of 

properties and investments .... (1.8) — (11.3) => (2.3) — 
Partnerships book /tax fiscal 

year differences ..............- 7.7 — 5.8 _— 10.8 — 
Other excess tax credits.......... — — (2.0) — (13.3) — 
Excess investment tax credits. ..... — — (8.9) _— (12.6) _— 


Tax benefit not recognized for 
financial reporting purposes ... . Ti 
Other timing differences, net...... 1s al) 2.8 (2.4) 
5 


Total deferred tax provision ..... $7 


_1986 _1985 1984 
Statutory federal tax rate... 2.02.0... eee eee (46.0)% 46.0% 46.0% 
Increase (decrease) in tax rate resulting from: 
Tax benefits not recognized subject to future 
POA ZANON ah ered icine ue eee etn aairedd emcngseee 58.2 _ — 
Foreign taxes in excess of federal tax rate ........... 2.6 5.6 719 
State and local income taxes (net of 
federal tax benefit).............. enh deh tet neat 6 1.8 a) 
Percentage depletion on natural resource properties - (1.1) (2.5) (1.9) 
Net capital gains and losses ...............0. Bite — (3.5) (5) 
Investment tax and other credits..............0005 — (7.2 (7.2) 
OURGhis cca ten pt ett hi dese ees 2.4 3.2 
Effective tax rate. ......... 42.6% 48.4% 


The Internai Revenue Service has completed examinations of consolidated federal iricome tax 
returns of the Company and its domestic subsidiaries through 1980. Additional foreign and United 
States taxes might become payable if undistributed earnings of foreign subsidiaries were to be paid 
as dividends, but such taxes, if any, have not been fully provided for since a substantial portion of 
such earnings has been and is expected to be reinvested for an indefinite period of time. (See 
Note 11 — Shareholders’ Equity.) 
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Note 15 - Pension, Profit Sharing 
and Related Plans 


Effective January !, 1986, Grace prospectively adopted Financial Accounting Standard (**FAS”’) 

No. 87, ‘Employers’ Accounting for Pensions,” for pension plans in the U.S.. Canada and United 
Kingdom. The effect of adopting this new accounting standard, together with the effect of certain 
changes in actuarial assumptions, was to reduce pension expense by $27.4, or $.43 per she 
(after giving eflect to the statutory tax rate). Pension cost and related disclosures tor the U. 
Canadian and United Kingdom pension plans for [986 are in accordance with FAS No. 8 
other disclosures were determined under the provisions of previous accounting principles 


Grace maintains defined benefit pension plans covering employees of certain units who meet age 
and service requirements. Benefits are generally based on final average salary and years of service 
Grace funds its U.S. pension plan in accordance with the funding requiremems of federal law and 
regulations. Sixty percent of the U.S. plan assets at December 31, 1986 were common stocks, with 
the remainder primarily fixed income securities. Foreign pension plans are funded under a variety 
of methods because of differing local laws and customs and therefore cannot be summarized. 


1986 pension cost for the U.S., Canadian and United Kingdom pension plans consists of: 


United 
US. Kingdom Canada Total 

Service cost—benefits 

earned during the year . $17.9 $3159 S -.45 $ 20.3 
Interest cost on benefits 

earned in prior years.... 27,2 3.9 1.0 32.1 
Return on plan assets 

SActal soxasscswoaacn $(124.5) $116.9) $(1.5) $142.9) 

—Deferred gain ........ (36.2) _ 10.7 (6.2) aie (1.3) 99.2 (43.7) 
Amortization of net gain 

at January 1, 1986. . (13.5) (1.7) (4) 115.6) 

Net pension cost (benefit) $ (46) $ (2.1) 3 (4) $_ 69) 


The funded status of the U.S., Canadian and United Kingdom pension plans al December 31, 
1986 was as follows: 


United 
US. Kingdom Canada Total 

Actuarial present value of benefit obligations. 

based on employment service to date and current 

pay levels: 

Vested hinds aie vein Seave teePoh ogo echtese . $3214 $ 35.2 $ 89 $ 365.5 

Non-vested. 00.00.00... Aue tw eaig pean! aves: &.5 A 20.7 
Accumulated benefit obligation. ................. 333.2 43.7 9.3 386.2 
Additional amount for projected salary increases. . 80.4 46 3:3 88.3 
Total projected benefit obligation _ 4136 48.3 126 A745 
Plan assets at fair value ..... pee Aatteae tas 661.5 87.9 17.0 766.0 
Assets in excess of projected benefit obligation 247.5 39.6 44 291.5 
Unamortized net gain at the initial application 

of FAS No. 87 (January |, 986) ........... (200.5) (25.4) 3.7) (229.6) 


Unamortized prior service cost........... are 10.0 _— _ 10.0 
Unrecognized net gain . . (51.6) _(10.3) iG 


2 
.$ 54 $39 § 5S $ 98 


Prepaid pension cost... . 


Notes to Financial Statements 3 millions (except per share) 
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Note 16—Asbestos and. 
Other Litigation 


Assumptions used at December 31. 1986 for these pension plans were: 


United 
US, Kingdom Canada 
Discount rate . artgane ' 7.5 % 9.0% 8.5% 
Discount rate at initial application of FAS No. 87 
(January 1, 1986) .. suas Secon oe ste 8.0 9.0 8.5 
Expected long-term rate of return. .....0.0.20 2.0000. 7:25 9.0 8.5 
Rate of compensation increase . . . rigs 6.0 Fre] 6.0 


Grace’s total pension expense, including discontinued operations, was $2.1, $29.9 and $28.2 in 
1986, 1985 and 1984, respectively. Grace’s pension expense for continuing operations was $4.6, $25.8 
and $23.2 in 1986, 1985 and 1984, respectively. 

Grace also sponsors profit sharing, savings and investment and similar plans for its employees. 
The expenses of these plans for continuing operations were as follows: 


1986 1985 1984 

Domestic .......... . panes 5 ete alsa, Piet ie $7.8 $6.5 $6.9 
POPEIG ine 35). dan doy ee ag aMEN A Taine ew ctw ed ahasshale Reatard 1.0 8 6 
Total expense for continuing operations e Ba ienth a he $8.8 $7.3 $7.5 


In addition to pension benefits, certain health care and life insurance benefits are provided for 
retired employees who reached retirement age while working for certain U.S. units of Grace. The 
cost of retiree health care and life insurance benefits is expensed as claims are paid: these costs have 
nat been and are not expected to be maierial. 


There are various lawsuits pending against the Company relating to exposure to asbestos-contain- 
ing products previously sold by the Company. At December 31, 1986, the Company was a defendant 
in approximately 3.700 asbestos-related lawsuits (1,800 at December 31, 1985), and it is anticipated 
that additional lawsuits will be brought in the future. (However. the number of lawsuits is not 
necessarily indicative of the Company’s liability since, among other things, the Company has been 
named as a defendant in a number of cases in which its products are not involved.) Approximately 
3,600 of the lawsuits pending at December 31, [986 involve claims for personal injury; the remain- 
ing lawsuits are claims for property damage ailegedly caused by the use of asbestos-containing 
materials in the construction of public and private buildings. The plaintiffs in some of these lawsuits 
seek, among other things, to have the defendant absorb the cost of removing, containing or repair- 
ing the asbestos-containing materials in the affected buildings. Three property damage lawsuits 
have been consolidated and certified as a class action suit on behalf ofall public and private 
elementary and secondary schools in the United States; Grace is one of 54 defendants in this 
lawsuit. Through December 31, 1986, 73 personal injury cases had been settled for a total of $1.9, In 
January and April 1986, verdicts of $8.4 (subsequently reduced to $6.8) and $1.3, respectively, were 
returned against the Company in two property damage cases; these verdicts are being appealed. 

The Company’s ultimate liability in respect of the asbestos lawsuits will depend on whether and 
the extent to which its insurance will cover any damages for which it may be held liable, amounts 
paid in settlement and litigation costs. The Company is currently involved in litigation with certain 
of its carriers concerning the extent of its insurance coverage, including whether its policies cover 
the property damage lawsuits described above. The Company believes that its insurance will 
substantiaily cover such damages, amounts and costs. Consequently, although the Company’s 
ultimate liability in respect of the asbestos lawsuits cannot be determined at this time, it believes 
that the resolution thereof will not have a material adverse effect on Grace's consolidated financial 
position. 

Grace is also involved in various other lawsuits and claims arising from the conduct of its 
business. Such matters are not material to its consolidated financial position. 
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Note 17—Industry and The following table sets forth industry and geographic segment information in accordance with 
Geographic Segments Financial Accounting Standard No. !4, “Financial Reporting for Segments of a Business Enterpr 


Grace's investment and equity in the results of operations of affiliated companies, income 
applicable to minority shareholders. intersegment sales and transfers among geographic areas are 
not significant, except as stated 


ise.” 


Total 
Specialty General Natural Continuing 
Industry Segment Information Chemicals Business Resources Operations 
DALES ie. 2 och acahuidiniien te ihe hbired tor 1984 $2,216 $748 $ 568 
1985 5 787 512 
1986 896 338 
Pretax Operating Profit (Loss)... 1984 $ 314 $ 45 $ 98 $ 457 
1985 286 37 so" 403 
1986 285"! 44° (30sy"" 24 
Identifiable Assets? 00 1984 $1,316 $302 $3,070 
1985 1,501 360 3.146 
1986 1,633 501 3.073 
Capital Expenditures’ ............ 1984 $ 133 $ 24 $ 66 $ 223 
1985 163 23 39 225 
1986 {SO 18 21 189 
Depreciation, Depletion and 
Amortization’? ...0.0000........ 1984 $ 73 $ 13 $ 127 $ 213 
1985 85 15 112 212 
1986 100 19 103 222 
Geographic Segment Information Uniied States Canada Europe Other Total 
Sales ss cas geevngcereed yy sere gs ORM $2,330 $ii2 $ 835 $ 
1985 2.303 Hi 851 3,553 
1986 2,254 115 1,059 3.726 
Pretax Operating Profit (Loss)'"'..... 1984 $ 274 $ 16 $ 86 $ 8) $ 457 
1985 229 15 80 79 403 
1986 (165) \7 117 55 24 
Identifiable Assets... 20... ... 1984 $2,378 $ 60 $ 443 $ 189 $3.070 
1985 313 6l 569 203 3,146 
1986 2,095 52 689 237 3,073 
‘Total pretax operating profit reconciles to income (loss) from continuing operations 
before taxes as follows: 1986 _ 1985 1984 
Pretax operating profit.......... ds Win 2B OR Oh $ 24 $ 403 $ 457 
Interest expense .. sis etn ee a eae Bh sine loest Sauteed oe (192) (160) (182) 
General corporate overhead ........ tae jegesne teat hee < . ti Sh cae Deedes caries (65) (76) (69) 
Other expense. net® 2002 cee Roya timate nee nasee teats dees 19)) (3) (32) 
Income (Loss) from continuing operations before taxes .. . eveaeke eeter . siete ate $ (324) $ 152 $204 
* Includes items such as dividend and interest income. corporate research expenses and miscelfancous items nol property allocable lo industry scements and. in [986, carporate 


reserves for restructuring cosis. headquarters staff reductions and other matters. 


©! The difference between these amounts and the corresponding amounts in the consolidated financial staleiments represents general corporate items and the net investment in 
discontinued operations in 1986 and 1985, and. in |985 and 1984. general corporate items and the identifiable assets of discontinued operations. 


(The difference between these amounts and the corresponding amounts in the consalidated finyneial statements 
discontinued operations. 


spresents general Corporate items and. in 1984 and 1985, 


The difference between these amounts and the corresponding amounts in the consolidated financial statements represents general corporate items 


‘9 The effect of adopting Financial Accounting Standard No. 87," Employers Accounting for Pensions.” 
in 1986. reduced pension expense of Specialty Chemicals, General Business and Natural Resources by 


her with the effect of certain changes in actuarial assumptions 
3,$1.Sand $2.0. respectively. 


© Includes $14 and $6 of equity in income of 20-50% owned domestic companies in 1985 and 1986, respectively 
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Restructuring [ransactions and Other Developments 

During [986, Grace completed the divestment of its retail operations 
(excluding its leather apparel business which was sold in March 1987) 
for proceeds, before reinvestment, of $733 million. In connection 
with the sale of Grace’s Channel and Central Region Home Centers 
Divisions, the Company purchased $29 million of preferred stock 
and debt securities of the buyer and a subsidiary, as well as a warrant 
to purchase a 32.5% common equity interest in the buyer or its 
subsidiary for an exercise price of $1.3 million. Also, as part of the 
sale of Grace’s Home Quarters Warehouse Division, the Company 
received common stock of the buyer representing approximately 25% 
of its common equity. 


In December 1986, Grace sold substantially all of its full-service 
restaurant operations for proceeds, before reinvestment, of $537 mil- 
lion. The Company purchased $100 million of the buyer’s preferred 
stock and debt securities, as well as warrants to purchase 47% of the 
buyer's fully diluted common equity for an exercise price of $3.5 
million. This transaction also resulted in the removal of $217 million 
of debt from Grace’s Consolidated Balance Sheet. 


In determining the net pretax gains on the divestments described 
above. Grace has not included any value of the securities purchased 
in connection therewith. Grace believes, and has obtained appraisals 
confirming that, in the aggregate, the fair value of such investments 
exceeds their costs. However, the Company has acquiesced to the 
Securities and Exchange Commission's position that the value of 
these securities be recognized in future years, when the realization 
of their value is more fully assured 


In keeping with its plan to reduce reliance on commodity-related 
businesses, Grace has decided to divest its agricultural chemicals 
business within the next two years and has established a $221 million 
divestment reserve to provide for the expected losses through the 
date of divestment and the anticipated loss on divestment. 


Asa result of the aforementioned restructuring developments, the 
retail, restaurant and agricultura) chemicals operations have been 
classified as discontinued operations in 1986, The retail operations 
were classified as a discontinued operation in 1985. 


The fourth quarter of 1986 includes a charge of $368.8 million 
against earnings from continuing operations. This charge includes 
$332.2 million attributable to the write-down of certain assets, 
including oil and gas properties, drilling rigs and other energy ser- 
vices equipment and manufacturing plants, to their net realizable 
value, as well as the write-off of related goodwill. The write-down of 
assets used in the natural resources operations accounted for $275 
million, or 83%, of the asset write-downs. Of the remainder, 
$57.2 million was associated with certain assets of Grace's specialty 
chemical operations, and the charge also included the establishment 
of various corporate reserves, amounting to $36.6 million, primarily 
relating to headquarters staff reductions. 


See Notes 2 and 7 to the Consolidated Financia] Statements for 
further information concerning discontinued operations and asset 
write-downs and reserves. 


Review of Operations 

See Note !7 to the Consolidated Financial Statements for sales and 
pretax operating profit (loss) by operating group for continuing 
operations. 


Sales from continuing operations increased by 5% over 1985, 
reflecting higher sales by Grace’s specialty chemical and general busi- 
hess operations. partially offset by lower natural resources sales. 


Pretax operating profit (computed before allocation of corporate 
research, general corporate overhead and interest expense) from con- 
tinuing operations decreased by $378.3 million, or 94%, versus 1985, 
reflecting a large loss in the natural resources operations. Natural 
resources and specialty chemical results for 1986 were adversely 
affected by asset write-downs recorded in !986, and by the impact 
of certain 1985 transactions as described below. 


Specialty chemical sales increased by 11% in 1986 over 1985, pri- 
marily due to favorable foreign currency translation effects of a 
weaker U.S. dollar on foreign operations, estimated at 8%, and vol- 
ume increases estimated at 3%. Pretax operating profit in 1986 
decreased slightly compared to 1985, reflecting a $53.0 million charge 
primarily for asset write-downs (excluding a $4.2 million write-off of 
related capitalized interest included in general corporate). However, 
stronger performances were reported in the electronic materijais and 
domestic and European packaging and automotive products lines. 
1986 operating profits were also favorably affected by foreign currency 
translation due to a weaker U.S. dollar. In 1985, sales rose by 2% over 
1984, reflecting a favorable price/mix variance estimated at 3% and 
volume increases estimated at 1%, partially offset by an unfavorable 
foreign currency translation effect of the strong U.S. dollar, estimated 
at 2%, In 1985, pretax operating profit decreased by 9% compared to 
1984, reflecting start-up costs of a nitroparaffins plant, a decline in 
the commercial electronics market, the adverse translation effect of 
the strong U.S. dollar on foreign operations, lower general industry 
product line earnings and $3.2 million of expenses relating to the 
acquisition of Chomerics, Inc., partially offset by higher earnings in 
ihe packaging and construction product lines. 


Sales and pretax operating profit of Grace’s General Business 
Group were ahead by 14% and 20%, respectively, in 1986 over 1985, 
reflecting strong performances from cocoa products, book distribu- 
tion and specialty fabrics operations. Cocoa products and specialty 
fabrics operations were also favorably affected by the foreign currency 
translation effect of the weaker U.S. dollar. In 1985, sales increased by 
5% over 1984, reflecting improved foreign cocoa product sales and 
higher sales from book distribution and specialty fabrics operations, 
partially offset by lower sales in the domestic cocoa products and 
cattle breeding businesses. Pretax operating profit in 1985 declined by 
19% versus 1984, primarily due to unfavorable operating results in 
cattle breeding, reflecting the depressed U.S. agricultural economy, 
and in domestic cocoa products, caused mainly by a downturn in 
demand for cookie drops. Additionally, losses were incurred at the 
Singapore cocoa bean processing operation acquired in June 1984, 
due principally to fixed costs. 
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In 1986, natural resources sales were 34% below 1985, 
steep decline in oil and gas prices and the resulting weak demand for 
energy services. In 1986, the average rig utilization rate for Grace's 
land-based drilling rigs was 25% versus 49% in 1985. The pretax 
operating loss in 1986 includes charges aggregating $272.1 million 
(excluding a $2.9 million write-off of related capitalized interest 
included in general corporate) for the write-down of energy-related 
assets to their net realizable value. In 1985, natura! resourc: 
benefited from a $61.1 million pretax gain (excluding a $3.0 million 
write-off of related capitalized interest included in general corporate) 
on the sale of certain oil and gas interests; this gain was partially 
offset by the establishment of a $46.9 million reserve for the 
divestment of eastern coal properties, the last of which was sold in 
July 1986. Excluding these nonrecurring items from both 1986 and 
1985, pretax operating profit would have declined by 150% in 1986 
compared to 1985, due to the factors discussed above. In 1985, natural 
resources sales decreased by 10% as compared with 1984, mainly due 
to the absence of revenues from the oil and gas reserves sold in place 
and lower oil and gas volumes and prices caused by lower demand, 
offset in part by higher energy service revenues reflecting improved 
demand for construction equipment rentals. Pretax operating profit 
declined by 18% im 1985 versus 1984 due primarily to the lower sales 
from oil and gas production discussed above. 


As shown in Note 2 to the Consolidated Financial Statements, 
agricultural chemical sales declined by 20% in 1986 compared with 
1985, mainly due to lower selling prices for fertilizer products (prin- 
cipally ammonia), reflecting general worldwide oversupplies of prod- 
uctand the depressed U.S. agricultural economy. The 1986 pretax loss 
of $84.1 million reflects the lower prices and lower volumes for phos- 
phate and nitrogen products worldwide. Agricultural chemical sales 
declined by 9% in 1985 versus 1984, reflecting lower selling prices, the 
depressed U.S. agricultural economy and the unfavorable eftect of the 
strong U.S. dollar on export sales. The pretax loss of $54.0 million 
sustained in {985 reflected sharply lower prices for phosphate and 
nitrogen products as a result of severe industry-wide price cutting 
instituted to maintain volumes. As previously mentioned, Grace has 
decided to divest its agricultural chemicals business: consequently, 
this business is classified as a discontinued operation in the Consoli- 
dated Financial Statements (see “Restructuring Transactions and 
Other Developments’). 


Statement of Income 


Sales from continuing operations increased to $3.7 billion in 1986, a 
5% increase versus 1985. However, a loss of $375.4 million was 
incurred from continuing operations, primarily the result of asset 
write-downs and other charges (see “Restructuring Transactions and 
Other Developments”’ on page 3]). In 1985, sales advanced by 1% and 
income from continuing operations decreased by 17% versus 1984, 
primarily for the reasons discussed in the “Review of Operations.” 


a 


Effective January |, 1986, the Company prospectively adopted 
Financia! Accounting Standard No. 87, ‘Employers’ Accounting for 
Pensions,” for pension plans in the U.S., Canada and United King- 
dom. The effect of adopting this new accounting standard, together 
with the effect of certain changes in actuarial assumptions, was to 
reduce pension expense by $27.4 million. 
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Dividends, Interest and Other Income 
Diyidends, interest and other income de 
$496 million. This was due mainly to the inclusion in 1985 of pretax 
gains on the sale of oil and gas interests ($5 
rtion of Grace’s investment in and the initial public offer 


eased by 40% in 1986 to 


million) and the sale 
ng 


ehouse Club, Inc. ($9.1 million), partially offset by the pro- 
divestment of eastern coal properties ($46.9 million 


ision for 
pretax). These were the prim reasons for the 195% increase in 


1985 versus 1984 


Cost of Goods Soid and Operating Expenses 

In 1986, cost of goods sold and operating expenses increased by 7% 
over 1985. or 2 percentage points higher than the increase in sales 
This unfavorable variance reflected lower margins in natural resource 
operations due to lower selling prices. The 5% inc 2 In 1985 over 
1984 (4 percentage points higher than the increase in sales) also 
reflected lower margins in natural resource operations. 


Interest Expense 

Interest expense increased by 20% in 1986 over 1985, reflecting a 
higher average level of borrowings, partially offset by lower average 
interest rates. The higher borrowings were primarily attributable to 
the financing of the Company’s purchase of its stock previously 
owned by Friedrich Flick Industrieverwaltung KGaA (‘‘Flick’’) for 
$598.1 million in January 1986. {n 1985, interest expense rose by 5% 
over 1984. reflecting a higher average level of borrowings, partially 
offset by lower average interest rates. The higher borrowings were 
used largely to finance acquisitions and capital spending. 


Research and Development Expenses 

Research and development spending increased to $94.2 million in 
1986, 6% higher than the 1985 level (which was 12% higher than 
1984). Grace's research and development activities are directed 
toward expanding existing businesses as well as developing new prod- 
ucts and businesses. primarily in the specialty chemicals area, 


Income Taxes 

The unusual tax rate for Grace in 1986 (/.e., recording a provision for 
lax expense notwithstanding the pretax loss) results from the 
significant write-downs and reserves recorded in the 1986 fourth 
quarter. For financial reporting purposes (in accordance with gener- 
ally accepted accounting principles), the amount of tax benefit that 
could be recognized in 1986 was limited. As a result. for financial 
reporting purposes Grace has $171.8 million of operating loss carry- 
forwards available to reduce federal income tax expense on future 
income. 


The Tax Reform Act of 1986 has introduced numerous complex lax 
provisions. Grace expects to be favorably affected by the reduction in 
the corporate income tax rate and adversely affected by certain pro- 
visions, including the elimination of investment tax credits. However, 
due to the availability of substantial carryforward credits. it is 
expected that. in the near term, Grace will not incur a significant 
increase in its tax tability. 
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Financial Condition 


Liquidity and Capital Resources 

Grace’s agricultural chemical and remaining restaurant and retail 
operations are classified as discontinued operations (see Note 2 to the 
Consolidated Financial Statements) and are consequently shown sep- 
arately on the Consolidated Balance Sheet at December 31. 1986. In 
1985, Grace’s retail operations were classified as a discontinued oper- 
ation, and the agricultural chemical and restaurant operations were 
consolidated. 


Grace had $92.5 million in cash and cash equivalents at December 
31. 1986, compared to $151.6 million at year-end 1985. The ratio of 
current assets to current liabilities was 1,3 to 1 at December 31, 1986 
versus 2.0 to | at December 31, 1985. Working capital decreased by 
$610.5 million, to $3777 million at December 31, 1986. The decrease 
in working capital was mostly attributable to the sale of substantially 
all of Grace's retail operations in 1986, the proceeds of which were 
used principally to repay borrowings incurred to purchase the Com- 
pany’s stocks from Flick and to repay other long-term debt. and the 
inclusion in current liabilities at December 31, 1986 of $76 million 
representing, the current portion of the divestment reserve estab- 
lished for the expected disposal of the agricultural chemicals busi- 
ness (see Note 2 to the Consolidated Financial Statements). 


The net decrease in long-term debt of $428.8 million from year- 
end 1985 reflects the repayment of debt with proceeds received from 
the sale of substantially all of Grace’s retail and restaurant operations, 
as well as the removal of debt from Grace’s Consolidated Balance 
Sheet due to the sale of the restaurant operations (see Note 2 to the 
Consolidated Financial Statements), Grace’s net investment in its 
retail operations was shown separately (as a discontinued operation) 
in the 1985 Consolidated Balance Sheet: therefore. the sale of those 
operations did not cause a reduction in long-term debt from 1985 to 
1986, except io the extent that cash proceeds from the sale were used 
to reduce debt. Grace’s debt ratio (long-term debt as a percentage of 
total capital) at December 31, 1986 was 45.1% versus 38.5% at Decem- 
ber 31, 1985. reflecting primarily the purchase of the Company’s stock 
previously owned by Flick, as well as the loss sustained by the 
Company sn 1986, 


At December 31, 1986, Grace had credit facilities of $1.328.0 mil- 
lion, of which $1.298.0 million was available under revolving credit 
agreements with various banks. Of the $1,328.0 million total credit 
facilities, $130.0 miilion was reserved in support of commercial paper 
borrowings outsianding as of December 31, 1986, leaving net unused 
credit facilities of $1,198.0 million. At year-end 1985, net unused 
credit facilities were $9457 million. 


In 1986, shareholders’ equity decreased. mainly due to the purchase 
of the Company’s stocks from Flick, the loss sustained by the Com- 
pany and the payment of dividends, partially offset by a favorable 
current period foceign currency translation adjustment. 


Asa result of the net loss sustained in 1986, the Company obtained 
a modification of covenants, which would otherwise have been vio- 
lated, contained in certain Promissory Notes totaling $283.3 million 
at December 31, 1986 (** Notes’’) and its revolving credit agreements 
(see Note 10 to the Consolidated Financial Statements). The 
modification will permit Grace to divest its agricultural chemicals 
business. to increase the permitted debt ratio (through year-end 
1989) and permit the Company to continue to pay cash dividends on 
the Common Stock at at least the current annual indicated rate 
(although the Company can give no assurance that it will continue 
dividend payments at that rate), as well as dividends on the Com- 
pany’s Preferred Stocks. Interest paid by the Company on the Notes 
and on any borrowings under its revolving credit agreements will 
increase by a nominal amount until such time as the Company 
complies with the original limitation on dividend payments. 
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Management’s Responsibility 
for Financial Reporting 


e Waterhou: 


To the Shareholders and Board of Directors of W.R. Grace & Co. 


In our opinion, the accompanying consolidated financial statements appearing on pages 16 through 
30 of this report present fairly the financial position of W. R, Grace & Co. and subsidiaries at 
December 3}. 1986 and 1985. and the results of their operations and the changes in their financial 
position for each of the three years in the period ended December 31, 1986, in conformity with 
generally accepted accounting principles consistently applied during the period except for the 
change. with which we concur, in the method of accounting for pensions as described in Note 15 to 
the financial statements. Our examinations of these statements were made in accordance with 
generally accepted auditing standards and accordingly included such tests of the accounting 
records and such other auditing procedures as we considered necessary in the circumstances. 


March 11, 1987 


Management is responsible for the preparation, as well as the integrity and objectivity, of Grace's 
financial statements. The financial statements have been prepared in conformity with generally 
accepted accounting principles and accordingly include certain amounts which represent manage- 
ment’s best estimates and judgments. 


For many years, management has maintained internal systems to assist it in fulfilling its 
responsibility for financial reporting, including careful selection of personnel, segregation of duties. 
formal business, accounting and reporting policies and procedures and an extensive internal audit 
function. While no system can ensure elimination of all errors and irregularities, the systems have 
been designed to provide reasonable assurance that assets are safeguarded, policies and procedures 
are followed and transactions are properly executed and reported. These systems are reviewed and 
modified in response to changing conditions. 


The Audit Committee of the Board of Directors. which is comprised of directors who are not 
officers or employees of Grace. meets with Grace’s senior financial personnel, internal auditors and 
independent accountants to review audit plans and results as well as the actions taken by manage- 
ment in discharging its responsibilities for accounting, financial reporting and internal control 
systems. The Audit Committee reports its findings to the Board of Directors and also recommends 
the selection of independent accountants. Management, the internal auditors and independent 
accountants have regular, direct and confidential access to the Committee. 


The independent accountants are engaged to conduct an examination of and render a report on 
the financial statements in accordance with generally accepted auditing standards. These standards 
include a review of the systems of internal controls and tests of transactions to the extent considered 
necessary by them for purposes of supporting their report. 
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Quarterly Summary—Unaudited (8 millions. except per share 


Operating Results 
Sales 


Cast of goods sold and 
operating expenses. . 


Other expenses, net . 


Income (loss) from 


continuing operations 


before taxes 
Income taxes.... 
Income (loss) from 
continuing 
operations .. 
Income (loss) from 
discontinued 
operations . 


Net income (loss) ... 


Earnings (Joss) per share 


from continuing 
operations .. . 
Earnings (loss) pe 
from discontinued 
operations ... 


Earnings (loss) 
per share. . 


Sales by Operating Group 
Specialty Chemicals. ... 
General Business ..... . 
Natural Resources, ..... 


Totaf Continuing 


Operations. ....... 


First Quarter Second Quarter Third Quarter _ Fourth Quarter Full Year = 

1986 1985 1986 1985 1986 1985 1986 1985 1986 1985 

$ 843.4 $ 790.5 $ 920.7 $ 8884 $ 903.2 $ 869.4 $1,0584 $1,004.9 $3,725.7 $3,553.2 
(558.1) (522.8) (614.8) (576.5) (597.2) (581.7) (747.4) (674.9) 
(271.5) _ (246.7) | (294.5) (259.7) (281.0) | (246.7) (685.1) (291.7) 

13.8 21.0 1L4 52.2 25.0 41.0 (374.1) 38.3 (323.9) 152:5 

74 12.8 4.8 _ 23.0 {1.3 12.7 28.3 16.4 _ S5LS 64.9 

6.7 8.2 6.6 29.2 13.7 28.3 (402.4) 21.9 (375.4) 87.6 

(9.8) 26.9 79.8 13.0 (9.4) 3.4) 22.8 (96.9) 59.3 

$ (3.1) 35.1 $ 864 §$ 42.2 $ 43 $ 249 $§$ (5 44.7 $ (472.3) $ 146.9 

$ 16 ALS $ AS §$ 56 $ 32 55 $ (9.57) $ AL $ (8.94) $ 1.67 

(.24) 52 1.91 26 (22) (.08) (3.76) 45 (2.313 1.15 

$ (08) 67 $ 206 $ 82 § 10 $ 47 $ (13.33) $ 86 $ (15.25) $2.82 

$ 537.6 $ 483.6 $ 6329 $5726 $ 627.2 $ 565.7 $ 693.9 $ 632.3 $2,491.6 $2,254.2 

198.7 173.6 207.1 188.0 203.6 185.9 286.8 239.5 896.2 787.0 

_ 107.1 133.3 — 80.7 127.8 724 UI78 77.7 133.1 337.9 512.0 


$790.5 $920.7 §$ 8884 $ 903.2 $ 869.4 $1,0584 $1,004.9 $3,725.7 $3,553.2 


Pretax Operating Profit (Loss) by Operating Group * 


Specialty Chemicals... . 
General Business ...... 
Natural Resources. ..... 


Total Continuing 


Operations........ 


*Pretax operating profit (loss) is computed before a}Jocation of corporate research, general corporate overhead and interest expense 


$ 356.5 
8.6 
_1L5 
$ 76.6 


$ 45.1 


$ 928 $ 802 $ 927 $ 736 $ 436 $ 875 $ 285.6 $ 285.8 

6.4 11.9 8.8 10.7 8.6 12.9 12.9 44.1 36.7 
30.3 13.8) 30.1 (14.5) 12.2 (288.5) 7.6 (305.3) 80.2 
$90.9 $ (232.0) $ 108.0 $ 24.4 $ 402.7 


Five-Year Comparative Quarterly Net Income (Loss) and Earnings (Loss) Per Share 


Net Income (Loss) /$ millions Earnings (Loss) Per Share 


First Second Third Fourth First Second Third Fourth 
Quarter Quarter Quarter Quarter Total Quarter Quarter Quarter Quarter _ Total 


1982 $144.2 $40.1 $ 53.7 $315.4 $2.79 $1.50 $.78 $ 1.03 $ 6.10 


1983 34.1 29.7 58.5 164.6 .66 81 58 LZ). 3.17 
1984 47.3 35.0 56.4 198.0 OT 1.45 67 1.09 3.82 
1985 35.1 24.9 44.7 146.9 67 82 AT 86 2,82 
1986 (3.1) 4.3 (559.9) (472.3) (08) 2.06 LO (13,33) (11.25) 
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Worldwide Operations 
The following table provides a 
by Operating Group for continuing operations: 


Sales 
(S millions} 1986 
United States and Cana 
Specialty Chemicals .... $1,470 
General Business 566 
NatiralResgurcesig. cco Masta cuieeeanaas 333 
Wotal wine as tees nvsdahehedian bdeaad hee taht 2,369 
Europe 
Specialty Chemicals .. 778 
General BUSINES: <oc.cncewodipeatanthes Heda 280 
Natural Resources. ......... ecient alata i 
Lotall cacoe es a De tect tt lor SR pana i (a Batt 1,059 


Other Areas 


geographic breakdown of sales and pretax operating income (loss) 


Pretax Operating 
Income (Loss)* 


$ 


( 
( 


1986 1985 


139.2 $174.7 
22.6 20.4 
310.1) 49.2 
148.3) 244.3 


96.9 63.0 
20.2 16.3 

ss) 5 
117.4 79.8 


Specialty Chemicals . . 48.1 
General Business. . — 
Natural Resources . . 30.5 
Yotal jacccsasoyes - 78.6 
Total Continuing Operations . . $ $402.7 
* Protas operating income ([oss) is computed belore allocation of corporate research. general corporate overhead and 
interest expense 
Capital Expenditures, Net Fixed Assets and Depreciation, 
Depletion and Lease Amortization—Continuing Operations 
Depreciation, 
Depletion 
Capital Net and Lease 
Expenditures Fixed Assets | Amortization 
{$ millions) 1986 1985 1986 1985 1986 1985 
Operating Group 
Specialty Chemicals ..............0...0.4- $150 $163 $ 787 $ 738 $95 $ Bt 
GVEHerAl BUSINES -«... 0c opegdsy anatase le 18 23 137 119 18 {4 
Natural Resources. 21 555 795 i) 84 
WOU head ada ents ga hens 189-2250 1,479 1,652 188 179 
General Corporate... ats 10 19 100 97 3B 12 
Total Continuing Operations ............- $199 $244 $1.579 $1.749 $201 Sidi 
Geographic Location 
United States and Canada $126 $165 $1,104 $1.341 $145 $148 
Europe. . deere Piate sass 46 48 307 247 35 24 
Other Areas .......... tiie danesanaett 17 ae 68 _ 64 8 a 
fotal ..... HS See RUS dheieans iit 189 2250 1.479 1.652188 179 
General Corporate. eb e Abate a ean oe 10 19 100 97 3 12 
fotaf Continuing Operations......... : $199 $244 $1,579 $1.749 $20) $191 


Major capital projects for which expenditures were made in 1986 included: expansion of cracking 
cataivst facilities in Lake Charles. Louisiana, Curtis Bay, Maryland and Valleyfield. Canada: 
expansion of polyolefin film manufacturing facilities in Simpsonville, South Carolina and fowa 
Park. Texas; construction of a rare earths processing facility in Chattanooga. Tennessee, expansion 
of laboratory facilities in Lake Zurich, [linois: and expansion of packaging extrusion facilities in 


Furepe and Australia. 


Financial and Statistical Review 
ee 


Natural Resources 


Capitalized Costs Relating to Oil and Gas Producing Activities 


($ millions) December 31, 1986 _ 1985 
Unproved oil and gas properties . Edpt caus : aap s $ 94 $ 14.7 
Proved oil and gas properties... 2... 0.00.2... 00000008 ae 740.0 787.4 
749.4 802.1 
Accumulated depreciation, depletion, amortization 
and valuation allowance... 00.0. ee (466.3) (363.4) 
Néticapilalized costs: sg. ccnecck Ade had ok PRO $283.1 $438.7 


“Increase from 1985 primarily reflects the impairment and write-down of producing properties in (986. 


Costs Incurred in Oil and Gas Property Acquisition, Exploration and Development Activities 


Property 
Acqui 


sition Costs Exploration Development 
(8 enillionss Unproved Costs'" Costs 
1984) 30s then ape eee MAA wa $2.4 $ 4.2 $50.4 
WOSS) occ Sy sd ee eh oe tees 1.6 11.4 16.9 
TOR Go or hye Be he Ae hh had ie 3.6 6.4 


“Includes exploration costs of foreign operations of $.4 and $2.5 in 1984 and 1985, respectively. 


Results of Operations for Oil and Gas Producing Activities 


($ mutlions) 


SACS oe oc phe ek Hoi eh Red, ween ak Bmw $90.0 $128.7 


Expenses” 
Production costs 


Exploration expenses 
Depreciation, depletion, amortization 
and valuation provisions 


Income tax expense (benefit) . 


Results of operations from producing activities . . . 


United States , Foreign — Total 
1986 1985 1984 1986-1985) 1984 1986 19851984 


$186.7 $1.6 $35.1 $37.7 $ 91.6 $163.8 $224.4 

Bl BA 56.2 2 6.0 283 412 62.2 

eee eas 24 2.6 23 = 4 24 5.1 2.6 
cloparietins 188.5 57.7 74.0 3 7 7 1888 584 = 74.7 
ss pea afl (59.6) 127 241 5 278 294 (59.1) 40.5 53.5 
159.4 I1L4 _ 156.5 1.0 338 36.5 160.4 145.2 193.6 

$(69.4) $17.3 $302 $6 $13 $12 $(688) $186 $ 314 


"? Does not include revenues or expenses associated with marketing operations, gas gathering operations, general corporate and ad ministrative activities, interest orsales of 


producing properties 


As required by Financial Accounting Standard No. 69, Disclosures about Oi! and Gas Producing Activities,” income tax expense is Computed using the statutory tax rate applied 
lo nel pretax amounts, taking into effect permanent differences, tax credits and allowances relating to oil and gas producing activities. 


« Includes $136.7 relating to impairment arid write-down of producing properties. 


Standardized Measure of Discounted Future Net Cash Flows and Changes Therein Relating to Proved Oil and Gas Reserves 


United States Foreign Total - 
(S millions) December 3i. 1986 1985 1986 1985 1986 1985 
FORE CASHINROWS Soc etc decid Rated echoed ed aides $686.0 $1,036.4 $ 21.7 $530.1 $707.7 $1,566.5 
Future production and development costs... 0... 0 0 ee ee (211.8) (339.9) (2.8) (167.0) (214.6) (506.9) 
Future income tax expense 2... 60 6 ee ee (103.9) (224.8) (8.6) (343.4) (112.5) (568.2) 
Puturenetcash OWS... 4.a)o Aon be et eect ether hea S Soe By kG 370.3 471.7 10.3 19.7 380.6 491.4 
10% annual discount for estimated timing of future net cash flows... 2... (127.4) (162.5) (5.7) (10.1) (133.1) (172.6) 
Standardized measure of discounted future netcash flows... ......... $ 242.9 $ 30) $ 46 $ 96 $247.5 $ 318.8 
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Pursuant to the provisions of Financial Accounting Standard (**FAS"’) No. 69, “Disclosures about Oil and Gas Producing Activities,” future cash 
inflows have been computed by applying year-end prices to estimated future production from estimated year-end reserves of oil, gas, natural gas 
liquids and sulfur. Future production and development casts consist of estimated expenditures to be incurred in developing and producing the 
year-end reserves, based on year-end costs. Future income tax expense has been computed by applying statutory tax rates, giving effect to the Tax 
Reform. Act of 1986, to future pretax net cash flows, reduced by the tax basis of the properties involved. Use of'a 10% discount rate is required by 
FAS No. 69. 

Grace believes that the following factors should be taken inio account in reviewing the above information: (1) future costs and selling prices will 
probably differ from those required to be used in these calculations; (2) due to future market conditions and governmental regulation, actual rates 
of production achieved in future years may vary significantly from the rate of production assumed in the calculations: (3) selection of a 10% 
discount rate is arbitrary and may not be reasonable as a measure of the rejative risk inherent in realizing future net oil and gas revenues; and 
(4) future net revenues from domestic and foreign reserves may be subject to different rates of income taxation. 

In addition, Grace (through a concession interest operated by an oil company controlled by the Libyan government) formerly produced oil in 
Libya that was sold in the international market. Grace’s Libyan operations were suspended on June 30. 1986 in accordance with United States 
economic sanctions against Libya. Such suspension did not and will not have a material effect on Grace's consolidated financial position or 
results of operations. 

The following are the principal sources of change in the standardized measure of discounted future net cash flows during 1986, 1985 and 1984: 


1985 1984 
Sales of oil and gas produced, net of production costs..........-.. Fae Sa rehash oeastahades ttc $(122.6) — $(163.1) 
Net changes in prices and production costs... 2... 02.0 ee eee (14.2) (374) 
Revisions of previous reserve estimates... ee 8.2 (14.7) 
Extensions, discoveries and improved recovery, less related costs... . . ehcp tei Neto anche Belgie Bs, 2508 23.2 30.0 
Development costs incurred during period ©... ee 114 13.8 
Net change due to purchases and sales of reservesin place... 2. ee (84.7) Cr 
Accretion Of discount... sje a ce ay Sad Ree ee eee ee 43.4 48.0 
Netehangeim InGOMme taxes. od oko 2 deta eked ga Gee dew AiO GS kw BBG oe bed a eee ani 66.9 48.2 
MUNG Tcorstcle sc etee ak ugh Silo. Aan tye hares eerie a aig Meade 2k ch Ded Me Bote i Mala ads fait Mads Ml ans ae (47.4) 47.0 


SUIS.8)  $ (45.4) 


Oijand Gas 

The 1986, 1985 and 1984 estimated proved oil (including condensate, gas liquids and sulfur) and gas reserves are shown below. Sales of minerals 
in place consisted of 7.5 million barrels of oil reserves and 18.8 BCF of gas reserves in 1985 and 13.5 million barrels of heavy California oil reserves 
in 1984, All other changes in reserves during the years shown below were in the ordinary course of business and were not otherwise significant. 
Oiland gas reserves cannot be measured exactly: accordingly, the following estimates are subject to future revision. 


Oil 06 bls) _ Gas (MMCF) 
United States _ Foreign” United States Foreign 


1986 1985 1984 1986 1985 1984 1986 1985 19841986 1985 _1984 

Proved developed and 
undeveloped reserves: 

January] 2.2.20... ee 12,760 21,932 39,144 19,681 20.738 24.983 225.798 246,922 281.361 11.275 11.323 9,960 
Revisions of previous estimates... (2,220) (491), (1.321) (19,623¥" 3) (4) (11,082) 7.935 (10,037) 1.645 781 2,399 
Purchases of minerals in place . 270 94 32 — = — 1,129 326 499 _— _ = 
Extensions, discoveries, ete... . 237 $7 788 37 60 — 10,729 14.042 7.247 _— _ _ 
PROdUCOMN 2.2.54. 80-84 Yes (1.568) (1.845) (3.114) (25) (1.104) (1.241) (22,768) (24,580) (30.757) (829) (1,036) 
Sales of minerals in place ..... (488) (7,501) (13.597) _ -_- — _ (723) (18.847) (1.391) oe 
December 31.0.0... .00000. 8.741 12,760 21,932 70 19,68! 20,738 203,083 225,798 246,922 i 
Proved developed reserves: 
Janwary | aco pth anaes ganas TLE 19,681 20,738 25,983 196,329 216.435 259,592 11.275 11.323 _9,960 
December 3l............. 7,609 70 19,68! 20.738 187.706 196,329 216,435 12.113 14.275 11.323 


1) Primanly represents the suspension of Libyan operations on June 30, 1986. 
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Financial Summary—1986 -1982 (5 millions, except per share 


1986 1985 1984 1983 1982 
Earnings Statistics 
Sales : a $3,725.7 $3,532.1 $3,343.4 $3,601.8 
Cost of goods sold and operating expenses. 25175 2,247.0 2,109.2 2,236.9 
Depreciation, depletion and amortization i os 7 7 238.4 - 224.5 2118 211.2 
Interest expense : = : a 191.8 os 151.9 7 138.9 7 152.2 
Research and development expenses : — 94.2 - 88.8 194 | 72.3 63.2 
Income (Loss) from continuing operations before taxes St (323.9) 152.5 203.6 : 193.8 - 386.7 
Income taxes — 6 7 SS 64.9 7 98.5. 937 134.8 
Effective tax rate - Oo 15.9% 7 42.6% 7 48.4% ; 48.4% 34.9% 
Income (Loss) from continuing operations — : 7 7 : (375.4). 7 87.6. - 105.1 / 100.1 251.9 
Income (Loss) from discontinued operations _ (96.9) 59.3, 92:9 64.5 63.5 
Net Income (Loss) a (472.3) 146.9 198.0 164.6 315.4 
Financial Position 
Cash and cash equivalents 7 S92. $ 151.6  — $ 159.5 $ 167.6 $ 169.0 
Notes and accounts receivable—net — 665.6 | 703.7 — 664.8 652.7 629.6 
Inventories a 563.0 607.6 1,050.5 902.7 882.4 
Current fiabilities : HRT 1035.3 181.6 1,087.2 1.015.4 
Working capital 377.7 988.2 752.2 692.6 715.7 
Net propertiesand equipment 1879.0 2,596.0 2,695.8 2,794.7 2,743.6 
Total assets eee 4,097.2 5.420.9 5,397.9 5,097.1 4,979.4 
Long-term debt ae 4095.3 S241 S41 1,385.4 1,332.0 
Shareholders’ equity (book value)—Common $ 7 7 1,300.9 2,394.2 2,194.6 
Data Per Common Share 
Earnings (Loss) from continuing operations 7 $ (8.94) $ 167 = $ 2.02 $ 1.93 $ 4.87 
Earnings (Loss) from discontinued operations (23) - LIS 1.80 1.24 1.23 
Earnings (Loss) _ ; - a 7 7 a 1.25) __ 2.82 3.82 3.17 6.10 
Average common shares outstanding (thousands) - 42,039 51,908 51,673 51,600 51,568 
Dividends ; 2.80 2.80 2.80 2.80 2.70 
Book value - 7 7 7 7 - 30.830 43.40 42.58 42.26 42.56 
Other Statistics 
Working capital provided by operations _ $ 216.3 $ 420.2 $ 520.5 $ 460.5 $ 595.7 
Dividends paid on common stock 7 a 7 {17.6 | 142.0 135.8 135.5 130.2 
Capital expenditures 7 = 1991 348.0 388.9 359.0 565.7 
Current ratio 7 - 7 7 7 20 OL eee 
% Long-term debt (including capitalized leases) to total capital 38.5% 40.8% 38.7% 37.7% 
% Long-term debt (excluding capitalized leases) to total capital _ 36.3% 7 37.9% 7 35.4% 33.7% 
Common shareholders of record ee 7 29,795 7 34,437 35,752 37.057 42,889 
Common stock price range 60-4 SY 49-3542 46 3 6 50 3 Bus 464-2812 
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{nvestor Information 


Corporate Information 


Common Stock Price Data 
Principal Market: New York Stock Exchange 
Ticker Symbol: GRA 


1986 
First Quarter.......... 

Second Quarters... 6: .ge esses 
Third Quarter 


Fourth Quarter. ........... 


1985 

First Quarter... 
Second Quarter ........ 
Third Quarter. ......... 
Fourth Quarter... .. 
1984 

First Quarter... . 
Second Quarter......... 
Third Quarter ........ 
Fourth Quarter... . 


1986 Common Stock Market Data 


Average Daily trading (N YSE): 257726 shares 


Common Stock Prices—Composite 


High Low Close 
$57" $46% $52 
60% 48s 53% 

5D 454 46% 

59 46% 48¥s 
$42% $417 
434 403 
45 38% 
49) 47 

$384 $412 

3612 435 

405 2¥s 

38 Ys 3955 


Value of Average Daily Trading (NYSE): $13,001,679 
Volume: 73,150,100 shares (Composite), 65,204.700 shares (NYSE) 
% Composite Volume of Shares Outstanding: 173.3% 


Block Trade Volume {IN YSE): 43.692 000 shares 


Block Volume of NYSE Volume: 670% 


Cash dividends on common stock were paid at a rate of $.70 per quarter during 1985 and 1986, 


resulting in a year-end 1986 yield of 5.8%. 


Other common stock lisungs: Midwest, Amsterdam. Basel, Frankfurt, Geneva. Hamburg, 


Lausanne, London, Paris, Zurich. 


World Headquarters 
Grace Plaza 

114 Avenue of the Americas 
New York, NY 10036-7794 
(212) 819-5500 


Shareholder and Investor [Inquiries 
Inquiries may be directed to W. R. Grace 

& Co., Office of Investor and Shareholder 
Relations, at Grace Plaza. or call toll-free 
(800) GRACE IR (800-472-2347). Residents 
of Alaska, Hawaii and New York may call 
(212) 819-667] collect. 


SEC Reports 

The Company's Annual Report on Form 
10-K and Quarterly Reports on Form 10-Q, 
as filed with the Securities and Exchange 
Commission, are available to any Grace 
shareholder upon request. Write to 

James G, Stier, Director of Investor and 
Shareholder Relations, at Grace Plaza or 
call our toll-free telephone number above. 


Dividend Reinvestment Plan 

For information, write the Dividend 
Reinvestment Plan Administrator at 
Grace Plaza or call 1-800-824-4022. 


Annual Meeting of Shareholders 
Monday, May {!, (987, 10:30 a.m. 
The Plaza Hotel 

768 Fifth Avenue 

New York, NY 10019 


Independent Accountants 
Price Waterhouse 

(53 East 53rd Street 

New York. NY 10022 
(242) 371-2000 


Trademarks 

Names talicized in the text of this report are 
trademarks or service marks of WR. Grace 
& Co. or its subsidiaries, In some cases. they 
indicate Grace units. 


Transfer Agent 

Manufacturers Hanover Trust Company 
Securityholder Relations 

PO. Box 24935 

Church Street Station 

New York. NY 10249 

(212) 613-7147 
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Directors 


J.P. Bolduc, Vice Chairman 
Robert A. Clabault, Retired Executive Vice President 
Terrence D. Daniels, Vice Chairman 


Edward W. Duffy, Retired Chairman of the Board and Chief 
Executive Officer. Marine Midland Banks, Inc. 


Harold A. Eckmann, Retired Chairman and Chief Executive 
Officer, The Atlantic Companies, insurance 


Charles H. Erhart, Jr, Chairman of the Executive Committee 


Mark C. Feer, Advisory Director, Shearson Lehman Brothers 
Inc., investment banking 


Raymond C. Foster, Chairman, Stone & Webster, Incorporated, 
engineering, design, construction and management consulting 


James W. Frick, President, James W. Frick Associates, Inc., 
educational consulting 


George P. Gardner, Jr., Advisory Director, PaineWebber 
Incorporated Capital Markets, investment banking 


J. Peter Grace, Chairman, President and Chief Executive Officer 
Donald E.Grimm, Executive Vice President 


Constantine L. Hampers, Chairman and Chief Executive Officer 
National Medical Care, Inc. 


George P. Jenkins, Consultant to WR Grace & Co and Retired 
Chairman of the Board and Chief Financial Officer. Metropolitan 
Life Insurance Company 


Harold R. Logan, Retired Vice Chairman 


Robert C. Macauley, Chairman and President, Virginia Fibre 
Corporation, packaging 


Corporate Officers 
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Frank £.Mackle, Jr., President, The Mackle Co., land 
development and construction 


Lawrence C, McQuade, Retired Executive Vice President 
Roger Milliken, Chief Executive Officer, Milliken & Company, 
textiles 

Dayid G. Nancarrow, Chairman, Nanco Enterprises, Inc., water 
treatment and food services 

Paul D. Paganucci, Vice Chairman 


Henry G. Parks, Jr., Chairman of the Board, H.G. Parks, Inc. 
processed foods 
John E. Phipps, Private Investor 


William Wood Prince, Vice Chairman, FH. Prince & Co., Ine., 
investment company 


John A. Puelicher, Chairman of the Board, President and Chief 
Executive Officer, M&l Marshall & llsley Corporation, banking 


Eben W. Pyne, Consultant to WR. Grace & Co. and Retired 
Senior Vice President, Citibank, N.A 


D. Walter Robbins, Jr., Consultant to WR. Grace & Co.and 
Retired Chairman of the Executive Committee 

John F, Spellman, Executive Vice President and Chief 
Financial Officer 

Grace Sloane Vance, Educational, cultural and philanthropic 
activities 


David L. Yanich, Consultant to WR. Grace & Co. and Retired 
Vice Chairman, R.H. Macy & Co., Inc.,department stores 


Chairman, President and Chief Executive Officer 
J, Peter Grace 


Chairman of the Executive Committee 
Charles H. Erhart, Jr. 


Vice Chairmen 

J.P. Boldue 
Terrence D. Daniels 
Paul D. Paganucci 


Executive Vice Presidents 

Albert A, Eustis, General Counsel and Secretary 
Gerald G, Garbacz, General Business 

Donaid E.Grimm, Natural Resources 

Robert W. Samuels, Specialty Chemicals 

Jobn F Spellman, Chief Financial Officer 


Senior Vice Presidents 

F Peter Boer, Chief Technical Officer 
Francis J. Brennan, Treasurer 

J. Murfree Butler, Specialty Chemicals 

E. Harold Culp, Agricultural Chemicals 
Kenneth G. Gilkey, Corporate Administration 
Robert E. Herlihy, Computer Technology 
Christian F Horn, New Ventures 

Donald H. Kohnken, Specialty Chemicals 
Carl W. Lorentzen, Specialty Chemicals 
Pedro F Mata, Cocoa Products 

Antonio Navarro, Corporate Relations 
Brian J. Smith, Corporate Administration 
George J. Winchell, Retailing 


Vice Presidents—Operations 

Fred E. Bennett, Dearborn 

Lawrence G. Besson, Natural Resources 
Samuel J. Cerny, Grace Petroleum 

Charles H, Ehlers, Dewey and Almy 
Amtonio R. Ferré, Interamerican Division 
James R. Gregath, Grace Drilling 
Jean-Louis Gréze, European Darex 

Adley W. Hemphill, Davison 

John Hirsch, Paper and Mining 

Fred Lempereur, European Technical Products 
C. Dean McWilliams, Agricultural Chemicals 
Edward G, Najjar, Organic Chemicals 
Harry B. Risinger, Agricultural Chemicals 
James R. Smith, Specialty Chemicals 
William B. Sturgis, Cryovac 

Daniel P. Tucci, General Business 

August Umlauf, Baker & Taylor 

Laurence R. Veator, Jr., Pacifie Division 
Robert C, Walsh, Construction Products 
Joha F Williams, Homco 
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Vice Presidents—Staff 

Brian B. Burns, Corporate Planning 

John A. Dudley, Human Resources 
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Edward T. Harvey, Business Development 
George N. McNair, Associate General Counsel 
Kenneth Y, Millian, Government Relations 
James P. Neeves, General Development 


Francois P. van Remoortere, Research and Development 
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